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Accountants and Economics with Reference
to the Business Cycle*
By Wesley C. Mitchell

One of the little noticed developments of the industrial revolu
tion has been the rise of new professions, which render service
not to persons but to business enterprises. The number of these
business professions is already considerable and it will doubtless
grow still larger; for the differentiation of new specialties within
old occupations is merely one phase of that process of dividing
labor which accompanies the growth and application of science.
But there are only four of the new professions which need concern
us to-night, accountancy and three others which are in some
measure its competitors for the work of advising business men.
Of these four professions accountancy itself and engineer
ing are the best established. Business statisticians are rapidly
making a place for themselves, however, and advertising men
are acquiring professional standards and technique. Each of the
four has a central field within which it is undisputed master; but
no one of the four has definite outer boundaries. On the contrary
there is much overlapping around the edges. For example, an
enterprising advertising agency called in by a manufacturing
concern to advise about a sales campaign is likely to give its
client’s affairs a thorough examination, and to make suggestions
which might have come from a production engineer, an account
ant or a statistician. Again, when a specialist is called in to
organize a statistical department for the benefit of a corporation’s
executives, he is likely to recommend changes which affect the
engineering, accounting, or advertising policy of the firm.
*An address to the New York State Society of Certified Public
delivered at New York, January 8, 1923.
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I shall not elaborate examples of such overlapping of the
fields covered by the various professions serving business, because
as practising accountants you must know many more instances
than I do. My point is this: There are considerable strips of
"no-man’s land” between the territory in which the accountants
are firmly entrenched and the other territories which are firmly
held by the engineers, the statisticians, or the advertisers, and
accountants must have some policy regarding the occupation of
this "no-man’s land” around their territory.
Perhaps the best policy for your profession is to confine its
attention strictly to its own technical work, and let the other
professions in question fight for their shares of the "no-man’s
land.” You may prefer to content yourselves with making the
most perfect records of what business has done in the past, and
let other people make all the constructive suggestions about what
businesses should do in the future—apart from advice about how
to keep their books. That may, I repeat, be your wisest policy
as a profession. But as an economist I hope you will prefer to
take a more aggressive line. For I think that the accountant is
in some ways better fitted to give constructive advice to business
men than the engineer, the statistician, or the advertising man.
An economist is not interested in business as an organization
for making money. His interest lies rather in the industrial
process of making and distributing the kind of goods and services
which meet our needs. His viewpoint is that of the consumer
who wants an abundant supply of wholesome goods, at moderate
prices, convenient of access. Hence the economist has peculiar
interest in the work of engineers, for they are the profession
which plans and supervises the actual processes of extracting raw
materials, of fabricating and transporting them. And it is on
the ingenuity of scientific men and engineers that rest our chief
hopes for further conquests over nature and for further increases
in production.
But the economist knows that in modern society the scope
of the engineer’s activities depends upon the business man.
Improvements in production, however admirable from an engineer
ing viewpoint, will not be adopted unless the business men see
a profit in changing their methods. No matter how well equipped
a factory and how well organized its personnel, the men and
machines will stand idle unless the business executives can see
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a market for their wares. As the great nations of the world are
organized now, the business man is the man in authority, and
the engineer is his servant.
In many ways this situation is unfortunate for society. It
means that our supply of food, clothing, fuel, housing, transporta
tion and the like is frequently disturbed by purely technical
considerations of profit. We want coal this winter. We have
coal mines in superabundance. The miners would like to do
more work each year than they are offered. We have an adequate
supply of mining engineers and perhaps the most efficient rail
ways in the world. We have invested hundreds of millions of
dollars in opening and equipping our mines, and as investors we
want dividends on our securities. But this vital industry has
not done the work which as consumers we needed to have done
and which the miners, engineers and investors were eager to do,
because for several months the operators thought they could not
make profits at the prices they were asked to pay for labor. That
profit margin was the crucial problem. And because of this
technical problem of profits, thousands of us are chilly this winter
and doubtless a good many of us will die prematurely.
I am not saying that the system of economic organization
which makes profit margins the crucial factor in determining
what we shall get to eat, wear and burn is vicious. On the
contrary, I think it is the best system of economic organization
which the wit of man has so far devised. But I am saying
that this system has serious shortcomings, and that if we have
courage and initiative we should set ourselves to remedy the
shortcomings as rapidly as possible.
To effect improvements we must work through the controlling
factor, the business man. Many business men see as clearly as
anybody the points at which their methods need improvements;
many regard themselves primarily as servants of the common
welfare and do the very best they can to supply the community
with wholesome products at reasonable prices. But not all busi
ness men take this attitude. And those who do take it need a
great deal of skilled assistance to do their jobs aright. As a
class they have not attained a high level of professional know
ledge. Perhaps the great variety of tasks which they have to
perform or to supervise will always prevent any large proportion
of business executives from becoming professional men in their
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attitude of mind or in their accomplishments. It is almost certain
that they will rely even more in the future than they have relied
in the past upon the advice of men highly trained in various
specialties.
To make a money-making form of organization serve society
more efficiently, then, we must rely quite as much on the profes
sions which serve business as on the business men themselves.
And each of these business professions has its part to play in
the game—accountants, engineers, advertisers, statisticians, and
others. But your profession has an especially important part to
play in guiding business men, because you are especially concerned
with ascertaining the facts that are of crucial importance in
guiding their decisions—the facts relative to profits.
If your policy as a profession is merely to draw up good
statements about past results you will continue to render a modest
but valuable service to business and through business to the
public. But if you venture upon a somewhat more constructive
policy by aiding business men with your counsel, you may play
a much larger role in the world of affairs and in the life of the
community. For by your intimate knowledge of business details,
by your prestige with business men, you stand a chance of contrib
uting as much to the orderly conduct of business, to the reduction
of waste and the increase of efficiency, as any other profession
can contribute. Your position is a strategic one, and it lies with
you to decide whether or not to make it larger and stronger.
Once more let me say as an economist that I hope you will
pursue an aggressive course, that you will occupy a goodly share
of the “no-man’s land” between your present stronghold and
the strongholds of the engineers, statisticians and advertisers,
and that above all you will use your growing power to make the
business mechanism render better service to the community.
To accomplish much for the benefit of the community,
however, accountants must make their services profitable to busi
ness men. My chief purpose this evening is to suggest one way
in which you can make your work more valuable to business
enterprises and at the same time more beneficial to the common
welfare. The suggestion is one which I submit with diffidence,
because I do not know enough about your work and your relations
with your clients to be sure of its feasibility. But if you are
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minded as a profession to develop a constructive policy, it is
a suggestion which merits at least one evening’s attention.
Every few years the United States has a business crisis. That
crisis is followed by a period of business depression. The depres
sion yields at last to a revival, and the revival usually grows
into a period of prosperity. But the prosperous period never
lasts more than three or four years at the most, and it ends in
a new crisis.
This round of events is what is called a business cycle. Such
cycles have been running their course in this country ever since
the eighteen-twenties at least. And they are not peculiar to the
United States. On the contrary, they occur in much the same
fashion in every country which has attained a highly developed
commercial organization—in England, France, Holland, Belgium,
Germany, Austria, Italy, the Scandinavian countries, in Canada,
Argentina, Australia, South Africa and Japan.
From the viewpoint of society booms are wasteful, crises are
costly, and depressions are periods of wide-spread suffering. A
recent attempt has been made to measure what we lose by the
business cycle. Approximate estimates can be based both on
figures concerning the physical output of staple commodities and
on figures showing the size of the national income. Both methods
yield about the same results. They indicate that the worst years
in the United States fall some 15 to 20 per cent. behind our best
years in the amount of wealth produced and in the amount of
income received. The worst years also fall some 8 to 12 per cent.
behind moderately good years. The values represented by these
percentages run of course in the billions of dollars. Even so they
take account neither of the wastes which mount so high in “booms,”
nor of the disorganization produced by crises, nor of the deteriora
tion and unrest bred by unemployment in depressions. The business
cycle, indeed, is one of the outstanding defects of economic organi
zation based upon money-making. How to control this cycle is
one of the great world problems.
What is true from the public viewpoint is in this case true
also from the viewpoint of private business. There is no need
to remind a group of accountants of the costly mistakes into
which individual business men are betrayed by “booms,” of the
losses which they suffer in crises nor of the further losses and
discouragement produced by depressions. Of course the story
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has its other side. Some concerns which are managed with
uncommon skill and some which enjoy especial good fortune
escape the dangers, avoid the losses, or even increase their gains
while the vast majority are suffering. But such cases are rather
rare exceptions. It is no less a problem of private business than
a problem of public economy to achieve mastery over the business
cycle.
This is a problem which the country at large and the business
public in particular are just beginning to grasp. For three or
four generations we accepted business panics and depressions as
visitations of providence, or charged them up as retribution for
the sins of statesmen of the other party, or attributed them to
the mistakes of foolish speculators. Between panics we forgot
about the whole subject and acted as if we expected good times,
once they had returned, to last forever. Of late however we
have become wiser. Instead of thinking merely about crises and
depressions, we have begun to think about the whole business
cycle. Instead of taking the ills as occasional disasters, we have
begun to see them as recurrent phenomena to be expected in the
future if we go on behaving as we have behaved in the past.
Instead of bewailing our fate and blaming each other for what
has happened, we have begun to consider how we can prevent
similar disasters from happening again.
The lead in this constructive direction of trying to devise
preventive measures has been taken by Secretary Hoover. As
chairman of the president’s conference on unemployment which
met in September, 1921, he asked that body first to decide on
plans for meeting the emergency which threatened that winter,
and second to authorize the appointment of a committee to
consider how similar emergencies could be prevented from recur
ring in the future. The conference on unemployment followed
the chairman’s advice. Mr. Hoover appointed a business cycle
committee including two eminent business men, a lawyer who was
then president of the Chamber of Commerce of the United States,
an active social worker of long experience in making investi
gations and one of the vice-presidents of the American Federation
of Labor. This committee asked the national bureau of economic
research to prepare for its use a report upon the character of
business cycles, the extent of cyclical unemployment, and the
leading suggestions for investigating the violence of the swings
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in business activity. The report has been completed, the business
cycle committee has nearly finished the draft of its recommenda
tions, and within perhaps a month the whole matter will be put
before the public.
Meanwhile the business men of the country have begun to
talk about business cycles to an extent never before known. Most
of the newspapers which appeal to the business public have articles
on the business outlook which are based tacitly or explicitly on
the idea that business moves in cycles. The numerous agencies
engaged in preparing forecasts have made large gains in circulation.
And all this interest will doubtless be heightened within a month
or two when the business cycle committee comes out with its
recommendations and report.
I do not wish to decry or belittle all this sudden interest in
the business cycle and all the talk about how to control it in the
future. On the contrary I think the movement salutary, I have
done what I could to promote it, and I shall devote more effort
to it in the future. But into almost every idea taken over by
the general public from the discussion of specialists, there creep
misunderstandings and exaggerations. Certainly that is happen
ing now in popular discussions of business cycles. Many a
business man is developing the precipitate zeal of a new convert
and talking about business cycles as if they came around with
the regularity of presidential elections. Not a few forecasting
agencies are publishing prophecies as if they had the certainty of
history. Many a would-be reformer is pushing his cure for
crises and depressions as if it were a social panacea. There is,
indeed, more need than ever before of clear and sober thinking
on the subject, by men of trained minds, conversant with actual
business experience.
Need I say that the accountants constitute such a group and that
the possession of these qualities confers upon them an obligation
to take an active share in the effort to control the business cycle?
There are, it seems to me, two distinct services which you can
render better than any other group of men, and render with profit
to yourselves, your clients and to the whole community. The
first service is to complete our knowledge of the business cycle
on a side about which we have very few data. What we know
about the cycle at present rests primarily upon a foundation of
statistics. These statistics relate to business transactions but to
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business transactions taken in vast aggregates. We have, for
instance, index numbers of wholesale prices, retail prices, stock
prices, bond prices, wages, employment, production and the like.
We have also aggregates showing the volume of bank clearings,
bank loans, bank deposits, exports and imports, stocks of certain
commodities, car loadings, new building, security issues, unfilled
orders, sales of department stores and mail-order houses, bank
ruptcies and so on. These statistical series are of inestimable
value. We need more of them but we must improve their quality.
We must get them published more promptly and we must condense
their meaning by more skilful analysis. But when we have
learned all we can from this type of investigation, we shall still
know little about a matter of primary importance, that is, just
how prosperity, crisis, depression and revival affect the inner
workings of the business enterprise. We are in the position of
knowing a good deal about the forest, but very little about the
individual trees. Indeed we can scarcely see the trees at all; the
statistics show us only the forest.
How does a depression affect the collections of a business enter
prise? How much does it reduce the working capital required?
What proportion of loans is “frozen” in the successive phases
of the cycle? How are losses really met? Is the physical condi
tion of a manufacturing plant allowed to run down in active
times? Is the depreciation account used to carry enlarged stocks
of raw materials and finished products? How low do cancela
tions of orders drop in depressions when buying is from hand to
mouth ? How early in the revival do they begin to mount ? When
do they reach their peak and how high is it? Do total pay-roll
disbursements grow more slowly than gross receipts during
“booms”? How do business enterprises use funds not required
as working capital when times are very dull? Do they commonly
carry out or even plan extensions and betterments before revival
has made considerable headway? Do they write up and write
down their fixed capital to balance unusual losses and gains?
How far do business men take the business cycle into account in
formulating their plans?
These are a few of the questions which students of the business
cycle cannot answer with any assurance from their statistical
data. They are questions that can be answered only by men who
have not only free access to confidential records, but also the
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training to make these records tell a true story. Accountants can
do this kind of work even better than the business men whose
accounts they inspect. I fear that our knowledge will remain in
its present imperfect state unless and until the accountants interest
themselves in the business cycle, and study the materials they
handle from this viewpoint.
If and when you do undertake work of this sort, you will
become far more valuable advisors to your clients. That is the
second service which it seems to me you are in a peculiarly advan
tageous position to render. Despite all their talk about the cycle,
business men as a class do not understand it clearly, and they
are peculiarly susceptible to an emotional bias of elation and dis
couragement which leads them into error. Accountants who deal
with clients in several or many industries can get a better view
of the business situation as a whole than most business men; they
are more accustomed to using figures; they have a more objective
and detached view of a client’s affairs and prospects than he can
gain by himself. All this should make the accountant who has
studied the business cycle an exceedingly helpful advisor on
problems of business policy.
If you undertake service of this kind and equip yourself
properly, you should not only be able to guard your clients
against making mistakes, but also to show them how to take
advantage of many opportunities for profit which the business
cycle offers. When to buy freely and when to go slow, when to
advertise and when not, when to build extensions and when to
conserve assets are problems which can be solved with a much
better record of successes by a man who has trained himself to look
at the future in the light of the past than by a man whose vision
is colored by the haze of the business situation of the moment.
Finally, by helping the business public to take advantage of
the opportunities for profit offered by the business cycle and to
avoid the losses which it threatens, you will also be serving the
public. For when we can all foresee the coming changes in the
condition of business these changes are likely to be modified. To
give an extreme example: As the close of the civil war came on,
the business community expected a great crisis. Business was
being done on the basis of irredeemable greenbacks; these green
backs were notes of the federal government; their value would
rise if the confederates laid down their arms; an increase in the
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value of the currency would produce a fall of prices, and this fall
of prices would affect the position of every business concern in
the country. This logic was sound and it was clear. So, as one
business man put it, every business man set his house in order
to be ready for a panic. Everything happened as expected—
except the panic. From January, 1865, to July, when the last
confederate force had surrendered, prices fell more rapidly than
they had ever fallen before. Even in 1920-21 it would be hard to
find any six months in which the decline was so precipitous. But
since every business house was expecting just that contingency,
there were almost no failures. When you read the newspapers
of the day, you find few references to credit strains of any kind,
few complaints of shrinking inventories, few notices of canceled
orders—indeed almost none of the developments which made
1920 and 1921 such anxious years to all, such disastrous years to
many.
I do not suggest that such success in foreseeing the future as
circumstances made easy at the end of the civil war is likely soon
to become the general rule. Nor do I suggest that prevision would
always mean prevention. Indeed I think we have a long way to
go before we can gain the insight which will be necessary to
accomplish more than a mitigation of such disastrous experiences
as we have recently suffered. But every business concern which
does manage to forecast correctly the course of events which
affects its operations, and to shape its plans accordingly will
benefit, not only its proprietors and employes, but also every other
business concern from which it buys or borrows and every
concern to which it sells or lends. And it certainly benefits the
general public so far as it keeps its men at work and steadies the
supply of goods which it produces for consumers. If your profes
sion can contribute to this result you will be aiding to start a
process which should grow at a cumulative rate, once it gets
under way.
Let me say again that this suggestion is offered in a tentative
spirit for your consideration. Economists have a great deal to
learn from accountants, and my eagerness to have you take up
the study of business cycles may be colored by my desire to
profit by what you can discover better than any other body of
men. There may be reasons why you prefer not to assume the
responsibility of offering constructive advice to your clients
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outside of your own technical field. Even so, everyone must
recognize the indispensable value of your services to business and
through business to the community. But if you do think it best
to confine yourselves to accounting pure and simple, you must
be prepared to see other professions—notably the engineers, stat
isticians and advertisers—winning positions of which you might
occupy a share. And the rest of us must expect that progress
toward stabilizing employment and production will be less rapid
than it might be if you were more aggressive.
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Payment of Dividends before Restoring
Impaired Capital*
By Charles F. Schlatter

Several American accounting texts make the statement that
a loss of corporation capital in a past period need not be considered
in the current year for the purpose of determining the amount
available for dividends. Several others state either directly or
indirectly that dividends can be paid only from surplus. Many
are discreetly silent on this point.
But the accountants are not the only ones who are not agreed
upon this point. A writer on corporation finance says: “A board
of directors may declare a dividend whenever the affairs of the
corporation show that it has a surplus and up to the amount of the
surplus.” Another says: “The courts, however, do not enforce
any such harsh rule. On the contrary, provided state statutes,
or the provisions of the charter, or by-laws do not prevent, and
that the declaration of the dividend does not render the corpo
ration insolvent or leave it in such an embarrassed condition as to
render dividends manifestly improper, no account need be taken
of an impairment of preceding years.”
Legal writers also are not in accord on this point. For
example, Cook says in section 546 of his work on corporations:
“In estimating the profits for the year for the purpose of declaring
dividend, it is not necessary to take into account the difference in
value of the assets and the impairment of the capital stock of the
company prior to that year. The fact that in a year prior to the
declaration of the dividend some portion of the capital of an
incorporated company has been lost and has not since been made
good affords no ground for restraining the payment of dividends
out of the profits subsequently earned.” But on the other hand,
Fletcher says in his work on corporation law: “It is a settled
rule, therefore, even in the absence of any statutory provisions
that a corporation cannot declare dividends out of its capital stock,
and thereby reduce the same, or out of assets which are needed
*A paper read before the American Association of University Instructors in
Accounting, Chicago, Illinois, January, 1923.
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to pay corporate debts. They can be declared only out of surplus
profits.”
The accountant feels that he should be able to rely upon the
statements of the writers on finance and law, but he is somewhat
at a loss to know whether the differences in their statements are
more apparent than real, or whether some of the otherwise careful
writers have erred, or whether the differences are due to varia
tions in the laws of the states. The writers themselves give us
no help in explaining the differences. They cite many cases
purporting to be in support of their statements. A peculiar thing
about these citations is that some are quoted by both sides. There
fore, in order to arrive at a more definite conclusion it will be
necessary to go back to the original sources of information, that
is, to statutes and court decisions.
The writers stating that impaired capital need not be restored
before declaring dividends cite many English cases and only a
very few American cases. Since English cases are often quoted
by American legal writers, and not infrequently by American
courts, it is necessary that the accountant get something of the
English viewpoint. It is not always safe to rely upon the published
digests of cases, because often the digest removes the decision
from its setting in the background of circumstances, a fact which
gives a twist to the decision that never was intended by the court.
Therefore, one must go directly to the reports of the cases and
read them in their entirety to avoid false conclusions as to their
significance.
The first English case of a long line of cases on our subject
was that of Dent v. Tramways in 1880. But, before one can
grasp the real significance of this case, it is necessary to go back
one year to the case of Davison v. Gillies. In Davison v. Gillies,
Davison, on behalf of the ordinary stockholders, sued the directors
of the London tramways to prevent them from paying out in the
form of dividends the capital of the company. The articles of
incorporation provided that a reserve for depreciation should be
set up each year before the amount available for dividends could
be found. For eight years no such reserve had been created.
The court held that the directors should not declare dividends on
the ordinary shares until the impairment of the capital by deprecitation or otherwise has been made good. It is in this case that
Jessel, M. R., delivered his famous opinion on depreciation as an
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expense which is so widely quoted by accounting and auditing
texts.
The next year, in Dent v. Tramways, the same judge in the
same court, when a holder of preference shares was suing the
same company, held that the directors must declare a dividend to
holders of preference shares in spite of the fact that the impair
ment of the capital through depreciation of the past years had
not been made good. The court attempted to explain away the
apparent inconsistency of its decisions in these two cases. In
Davison v, Gillies it held that the ordinary shareholders, who had
the voting power, could have no dividends until a reserve for
depreciation which they had failed to take care of in past years
was brought up to date. In Dent v. Tramways it followed the
line of thought that since the preference shareholders did not have
any control, they should not suffer for the past sins of the ordi
nary shareholders, because if the reserve had been properly set up
each year in the past, not so much would have to be set up now,
which would have left sufficient profits for a dividend on preferred
shares. Therefore, it ruled that preference shareholders might
have their dividend if the profit-and-loss account of the current
year showed sufficient profits after one year’s depreciation was
deducted.
Whether or not these two rulings can be reconciled is not
important. We are concerned with the fact that the decision giv
ing the holders of preference shares a dividend before restoring
impaired capital opened up the way for a long line of English
decisions allowing dividends to both ordinary and preference
shareholders before restoring capital impaired in prior periods.
These decisions were rendered in 1879 and 1880. Since then
down to the Ammonia Soda Company v. Chamberlain (1 Ch. 266)
in 1918, which is, as far as could be ascertained, the latest English
case on the subject, the English courts have held almost without
exception to the opinion that the profit-and-loss account for the
current year shows whether or not a dividend can be declared. If
there is a profit for the year, no attention need be paid to losses
of capital of a prior period, nor to losses of fixed capital of the
present period.
These courts have all held that when there are no operating
profits there can be no dividends, and that dividends must not be
declared from capital. They believe that when fixed capital has been
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lost it has been lost and that when dividends are then paid they
are not paid from capital. How can one pay from that which
was lost ? They make a distinction between a loss of fixed capital
and of circulating capital. They are unanimously agreed that the
circulating capital of the current period must be recovered before
profits exist, but that fixed capital need not be so maintained.
Petersen, J., in Ammonia Soda Company v. Chamberlain states
this point of view clearly: “If during the year there is no balance
to the credit of the profit-and-loss account, any dividend which
is paid must be provided out of the paid-up capital, and any such
payment must reduce the paid-up capital. Such payment is clearly
a reduction of paid-up capital and is ultra vires. But where a
company has made losses in past years and then makes a profit
out of which it pays a dividend the question is ‘a different one.
Such a dividend is not paid out of paid-up capital. . . . Such
a payment does not involve the reduction of capital; it involves a
failure to make good capital which has already been lost.” The
case was appealed and among the decisions of the different lords
justice of the appeal court, appears the following statement of
Scrutton, L. J.: “What was lost? It was not profits, because
there were no profits to lose. It could be nothing else than capital
that was lost, and when you have lost a thing you cannot use it
for anything else, because you have lost it. You cannot pay
dividends out of a thing which you have lost, because it is not
there to pay dividends out of.”
The obiter dicta in a number of cases are interesting to us on
this point. One case in which this question was discussed by the
justices in the appeal court, although the case was decided upon
an entirely different point, was the famous case of Lee v.
Neuchatel Asphalte Company (41 Ch. D. 1), in 1889. Lindley L. J.,
says: “Suppose a company is formed to start a daily newspaper,
supposing it sinks 250,000 pounds before the receipts from sales
and advertising equal expenses, and supposing it then goes on,
is it to be said that the company must come to a stop, or that it
cannot divide profits until it has replaced its 250,000 pounds which
have been sunk in building up a property which, if put up for
sale, would perhaps yield 10,000 pounds? That is a business
matter left to business men. If they think their prospects of
success are considerable, so long as they pay their creditors, there
is no reason why they should not go on and divide profits, so far
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as I can see, although every shilling of the capital may be lost.”
He naively adds that he hopes he is not saying anything which
will lead anyone to be dishonest.
These few cases out of many give a sufficiently clear idea of
the English viewpoint on the subject of dividends as it exists in
all the courts below the house of lords. The house of lords
has never been called upon for a decision, but it is probable that
when a case involving this question does reach it, its opinion will
not be contrary to a line of decisions of the lower courts extend
ing over a period of nearly forty years. So it seems that we are
justified in accepting this as the English law.
When we come to study the American viewpoint we have no
such clear-cut line of court decisions, which makes it difficult to
ascertain what the law is. The first difficulty is that there are
nearly as many statutes in regard to dividends as there are states.
In a number of the states the statutes are silent on the subject of
dividends. In a few, they declare only that capital shall not be
reduced except by due process of law. In others, the statutes
declare that no dividends shall be paid except from profits; others
say, from surplus profits; others say that dividends may not be
paid when the company is insolvent or when payment would render
it insolvent; still others assert that there shall be no dividend
when insolvent or when payment would render it insolvent or
would diminish the capital; and at least one declares no dividend
shall be paid except from surplus arising from the business. A
number of states prohibit unlawful dividends without fixing any
penalty; others make the directors voting for an illegal dividend
liable to creditors who were creditors at the time of payment or
became creditors any time after payment.
A second difficulty is that the courts of one state are not bound
to follow precedents established by courts of another state even
when the points involved are concerned with common law or
equity. Of course, courts of one state cannot follow courts of
another when the point in question is a point of statute law if the
statutes differ.
The third difficulty is that many court decisions are not clearly
stated. The terms profits, surplus profits, liabilities, capital, capital
stock, and many other terms are very loosely used, and some of
their definitions are absurd, to state it mildly. The following
quotations are selected at random and are probably representative
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of the poorer definitions. “The term profits, out of which divi
dends can properly be declared, denotes what remains after
defraying every expense, including loans falling due, as well as
interest on such loans.” This definition is very widely quoted by
American courts and, as far as could be ascertained, had its origin
in England in Correy v. Londonderry (29 Beav. 263). But of all
the absurd definitions, the definition perpetrated by an English
judge wins first place. He said that the proper way to determine
profits available for dividends was to find the excess of receipts
over expenditures in the cash account. The American courts have
not gone quite to that extreme. The following definition of profits
is found in the decisions of at least three American courts, one
of which is the supreme court of the United States: “Net earn
ings are what is left after paying current expenses and interest
on debt and everything else which stockholders, preferred and
common, as a body corporate, are liable to pay.” The expression
“everything else” is quite comprehensive. Is it intended by the
courts using the definition that accounts payable, bonds payable,
and so forth, shall be paid before dividends can be declared? No
one knows.
However, in spite of all the difficulties, it was possible to
determine fairly accurately what the American law is as estab
lished by court decisions. In the United States, as in England,
the general understanding is that dividends shall be paid only
from profits and never from capital. But the question in which
we are interested is the question of whether the profit-and-loss
account for each year alone is to be taken as the test, or whether
the balance of profit-and-loss of one year, especially a debit
balance, shall be carried over to the next year and be a factor in
determining profits available for dividends for that year. In
other words, to what shall we look in finding the amount available
for dividends—the balance-sheet or the profit-and-loss account?
As far as it was possible to ascertain after a thorough search,
there is but one court decision on the books of the United States
which comes out with a definite statement that dividends may be
paid when capital is known to be impaired. That decision was
rendered in Iowa in 1886 in the case of Miller v. Bradish (69
Iowa 278). In this case a creditor was trying to follow dividends
into the hands of a stockholder of an insolvent company. A
dividend of 10 per cent. had been paid three years before at a
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time when the liabilities and capital exceeded the assets by about
$6,000. The plaintiff contended that such a payment was fraudu
lent by the definition in section 1072 of the Iowa statute which
reads as follows: “The diversion of the funds of the corporation
to other objects than those mentioned in their articles, and in the
notices published, as aforesaid, if any person is thereby injured,
and the payment of dividends leaves insufficient funds to meet
the liabilities of the corporation, shall be deemed such frauds as
will subject those concerned to the penalties of the preceding
section; and such dividends, or their equivalent, in the hands of
the individual stockholders, shall be subject to such liabilities.”
The judge held that the word liabilities in this section did not
include the capital stock and that the “assets, resources and funds
of the corporation must consist of cash and other property,” and
if such assets exceed the liabilities, a dividend may be declared.
He also stated it was no concern of the creditors that the capital
was impaired when the dividend was paid as the company was
not insolvent.
The case of Excelsior Water and Mining Company v. Pierce,
decided in the supreme court of California in 1891 (27 P. 44),
is quoted by several authors on corporation law, and by Corpus
Juris as being “contrary to the general rule that dividends can be
paid only from profits.” One would get the same impression
from the published digests and even from a hurried reading of
the case itself. But a careful reading does not bear out their
statement that it is contrary to what they call the general rule.
The Excelsior Water and Mining Company had purchased some
mining property for which it had gone into debt. This property
was conservatively valued upon the books. The company had dug
a tunnel and made other improvements which had been capitalized
at a conservative figure. It also operated other mining
property and had earned profits and had declared dividends while
making these improvements. After it had begun operations of
hydraulic mining on the new property, the land owners down the
river stopped operations by a permanent injunction because the silt
from the mining operations washed over their land and damaged
it. The injunction rendered improvements, costing hundreds of
thousands of dollars, valueless, a condition which could not have
been foreseen. The plaintiff, suing in the name of the corpo
ration, contended that the directors should not have paid any
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dividends in the past until payment had been made for the
improvements, now rendered valueless by the injunction. He
demanded that the directors replace the money paid out in
dividends. The court held: “When the expenditure was made
they (the improvements) were no doubt considered judicious,
and, if the event has proved the contrary, the result must be
treated as a loss of capital, and the expenditure must not be
converted ex post facto into current working capital.”
It is difficult to see how this case could be construed to mean
that a loss of capital need not be restored before paying dividends.
What it does mean is that if a dividend be paid from the excess
of the assets at a fair valuation at the time of declaration, over
the amount of liabilities and capital, no subsequent unforeseen
decrease in value will convert the past dividend into an illegal
dividend, that is, a dividend out of capital. This is in no way
contrary to the general rule.
In Connecticut, it was held that dividends upon preferred
stock might be declared where net earnings had been made since
the issue of the preferred stock though prior to such issue the
capital stock had been impaired and had not been restored.
(Cotting v. N. Y. etc. Ry., 54 Conn. 156.) The idea was that
as far as the holders of the new stock were concerned the capital
of the corporation consisted of the impaired capital plus the
amount paid in by them. The creditors would in no way be
injured by the dividend as the capital contributed by the prefer
ence shareholders increased the capital over what it would have
been unimpaired without the preference shares.
In New Jersey, the court of errors and appeals in the case
of Goodnow v. American Writing Paper Company (69 Atl. 1015)
in 1908, held that the directors could declare dividends before
removing the water from the corporation’s capitalization. This
could hardly be construed as permitting dividends while capital
was impaired, but it is sometimes quoted as doing so. It does
mean that the amount actually paid in is the real capital to be
considered when determining surplus for dividends.
In Delaware, the court of chancery in Peters v. United States
Mortgage Company, in 1921, held that dividends might be declared
although only $1,700,000 was realized on its issue of $3,000,000
par-value capital stock. The court held that the remaining
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$1,300,000 need not be made up before paying dividends as the
amount actually received for the stock was the capital.
In Georgia, a court held that “a corporation which is insolvent
may, from its actual legitimate earnings on its investment for a
particular and definite period, pay a dividend, and an insolvent
corporation may, for a particular period, have legitimate earnings.”
This seems to be patterned after the English view in that it is
looking only to the profit-and-loss account of the current period.
The case was appealed and was reversed by the higher court.
(Mangham et al. v. State, 75 SE 508.) The justice of the court
of appeals said of the lower court’s opinion: “We think it is not
sound ... We think it absolutely a condition precedent to the
declaration and distribution of dividends, that there must be a
surplus previously accumulated or made during the current year.”
The court of appeals put the test as to whether or not dividends
are proper back to the balance-sheet.
In Indiana, the appellate court, in 1913, in Fricke v. Angemier
said: “A dividend cannot rightly be declared until there is a
showing that a profit has been really earned for the year when
such dividend was declared.” This also seems to look only to
the profit-and-loss account for dividends. It can hardly be taken
seriously, however, because Indiana corporations undoubtedly
declare dividends without hindrance, from surplus earned in prior
years even though no profits were earned in the current year.
No pretense is made that every case bearing on the subject
was read, but a thorough search was made particularly for those
cases that might be inclined toward the English view. The cases
just quoted were chosen for presentation because they are repre
sentative of those cited by the writers who say that dividends
may be paid while capital is impaired. In fact they are the cases
most favorable to that side of the question. Except Miller v.
Bradish, not one is so clear and to the point that it may be said
to be in accord with the English view; on the other hand some
are so clear and definite when read in the light of all the circum
stances surrounding them that one can only conclude they are
not in accord with the English view.
Of course, it is understood that a corporation formed to work
a wasting property, such as a mine, a quarry, an oil well, a tract
of timber, a patent, or a lease for a term of years, need pay no
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attention to depletion and that in such cases dividends will be
paid partly from profits and partly from capital.
The weight of authority as expressed in American decisions
seems to indicate that when the balance-sheet shows a surplus a
dividend may be declared and that when it does not show a
surplus a dividend cannot be declared. The weight of authority
also seems to indicate that the surplus of the balance-sheet means
the figure which represents the excess value of the assets on the
date of the dividend, over the amount of the liabilities plus the
capital; and that capital here means the amount actually received
for the stock issued whether at par or at less than par.
A very brief statement of a few important cases holding to
the view that the balance-sheet is the test as to whether dividends
are legal or illegal may be of interest.
In Georgia the statutes declare that dividends shall be declared
only from “actual legitimate net earnings of its investments.”
The court of appeals says of this in Mangham v. State: “This
prohibition of the statute is but the declaration of the general
rule that dividends can be declared and paid only out of profits
or surplus earnings of the company. What is meant by the term
net earnings? This term is simply a synonym for the profits of
the business, and popularly speaking, the net receipts of a busi
ness are its profits, and the surplus over and above the capital
stock and debts constitute profits.” This decision is quoted
because the corporation laws of that state say nothing about
dividends being declared only from surplus; yet the court held
that even in the absence of such statutory provisions, the balancesheet surplus is the source of dividends.
In another decision in the same state, the court held that no
declaration of dividends is lawful in a condition of insolvency
or impairment of capital; for any profits that may be made must
first be applied to the payment of the debts of the corporation
and to the restoration of the capital stock. (Cabaniss v. State,
68 SE 849).
In Missouri the statutes do not mention surplus as being the
source from which dividends may be paid. But its supreme
court holds that that is the law. In Shields v. Hobart (72 SW
273), Gantt, J., said: “ ... it is a fundamental rule that divi
dends can be paid only out of profits or the net increase of the
capital of a corporation, and cannot be drawn upon the capital
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contributed by the shareholders for the purpose of carrying on
the company’s business.” It is assumed that the phrase “or the
net increase of the capital” is explanatory of “profits.”
There is some evidence that the supreme court of Washington
believes the balance-sheet to be the test whether or not there is
anything available for dividends, although the statutes do not
mention surplus in conjunction with dividends. The court said
in Northern Bank & Trust Company v. Day (145 P. 182) : “But
we have another rule that, where stockholders act honestly and
in good faith in placing a value upon the assets of a corporation
for the purpose of paying subscriptions to capital stock or in declar
ing dividends, no creditor can successfully complain unless he
can show fraud of some character.”
The Wisconsin statutes say: “ . . . the total amount of such
dividend shall not exceed the actual cash value of the assets owned
by the corporation in excess of its total liabilities including its
capital stock.” Justice Marshall of the supreme court of Wisconsin
said of this statute: “This is but a statutory declaration of what
has become unwritten law by uniform trend of decisions.”
(Soehnlein v. Soehnlein).
Since California, Connecticut, Delaware, Montana, Nevada,
New York, New Mexico, North Carolina, North Dakota, New
Jersey, Ohio, Oklahoma, and South Dakota have statutes that
declare that dividends may be made only from surplus profits,
no cases have been quoted from their courts. There are many
which could be quoted; and all of them, because of their statutes if
for no other reason, hold that dividends can be declared only
when assets exceed the liabilities and the capital.
Vermont has expressed in her statutes what seems to be the
American view as contrasted to the English view. “A dividend is
paid out of capital if, and so far as, the value of the assets of the
corporation remaining after such dividend is paid, are not equal to
the amount of its liabilities, including par value of outstanding stock
as a liability.” Certainly in Vermont the English view is not
prevalent. The Vermont statute, however, goes farther than
most statutes or courts when it says “including par value of
outstanding stock as a liability.” Except in those states requiring
capital stock to be subscribed for and paid for at par before
beginning business, this rule is modified by the courts so that
capital means that which was contributed as a fund to be used
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by the corporation in the conduct of its business, whether at par
or less than par. That is, they mean real capital as distinguished
from nominal capital. Several cases have already been quoted
bearing on this phase of the subject.
In Merchants’ and Insurers’ Reporting Company v. Youtz et
al. in the district court of appeals of California, the court held
that, “the entire proceeds of sales by a corporation of its own
stock, even when sold for more than par value, are part of its
capital stock, and cannot therefore be profits earned through the
conduct of its business out of which dividends can be paid.”
Because of the California statute this case goes a little farther
than seems to be the general rule. Other courts not bound by
such a statute have held that such premiums may be distributed
as profits especially if the premium was received on a later issue
of stock.
Another important question which arises at this point is: “Do
retained profits become capital to be added to liabilities and the
sum deducted from assets before finding the amount available for
dividends ?” A few courts have so held if the surplus be perma
nently invested in the business. Two of the leading cases in which
this view was held were decided by the same judge in a Massa
chusetts court. The great majority of American courts, however,
do not hold that view. They do hold that surplus does not
become capital until made capital through the declaration of stock
dividends. One of the latest cases in which the court expresses its
opinion on this point is that of Dodge v. Ford in 1919 (170 NW
668). The court said: “Profits and undeclared dividends used
by a corporation in its business are not capital stock within the
meaning of the law.”
In Williams v. Western Union Telegraph Company (93 NY
162) Earl, J., gave his opinion as follows: “The capital stock in
this section does not mean share-stock, but is the property of the
corporation contributed by its shareholders or otherwise obtained
by it, to the extent required by its charter.” In this same decision
he also says: “By loss or misfortune, or misconduct of the
managing officers of a corporation, its capital stock may be
reduced below the amount limited by its charter, but whatever
property it has up to that limit must be regarded as its capital
stock.” This is a clear statement that dividends paid while capital
is impaired would be considered as being paid from capital. It
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is also additional proof that the courts look to the balance-sheet
for the amount available for dividends.
There is a long line of decisions of the courts in the United
States holding to what has been called the trust-fund theory.
This theory is that the corporation holds its capital as a trust
fund for the benefit of the creditors and that no part of the capital
can be returned to the stockholders until the corporation is being
dissolved, and not even then until all creditors have been paid. It
can easily be inferred that this means that if dividends be paid
while capital is impaired, such dividends are paid from capital.
While it is true that some of the recent decisions, and a few not
so recent, object to this theory on the ground that the capital is not
a trust fund until the corporation is insolvent and its affairs are
put into the hands of the court for administration, yet a majority
of decisions still holds to the theory in part. It has been modified
so that a dividend innocently declared out of the capital of a
solvent corporation and received by the stockholder, because of a
mistake as to the condition of the corporation, cannot be followed
into the hands of a stockholder by a creditor.
The theory was invented by Chief Justice Story in Wood v.
Drummer. A careful reading of this case in all its background
of circumstances would lead one to believe that some of the
courts have misinterpreted his meaning and have given it an
application beyond that which he intended. He evidently does
not say that capital is a trust fund, but that it is very much like
a trust fund—which is really an important distinction. Its true
interpretation according to an increasing number of decisions
seems to amount to this: Since a corporation has limited liability
the creditors can look only to its capital as security for their
claims. When they grant credit to it, they, of course, know the
capital may be lost through misfortune or mismanagement, a risk
which they may be willing to assume; but they have the right
to be secured against having that risk increased by a return of
capital to the stockholders, and the right to have the capital
restored from profits.
There is still a door, apparently wide open in most of the
states, through which a corporation may return its capital to its
stockholders by means of the purchase of its own stock, but the
discussion of this has no place in this paper.

184

Payment of Dividends before Restoring Impaired Capital
In making this investigation of the law of dividends, the truth
was sought without attempting to prove one side right and the
other wrong. It is, however, with a feeling of satisfaction that
we find the prevailing American view to be the one which every
accountant must believe to be the correct one—that capital even
though impaired in a prior period must be restored before
dividends may be declared.
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The Municipal Balance-sheet
By R. G. Walker
Despite the well-supported contention that the problem of the
municipal balance-sheet may be solved by simple reference to
the principles of commercial practice—as if the problem were
identical with that of the balance-sheet in business—there are
yet one or two difficulties in its solution which set it apart for
special consideration. That this is true is evidenced by the amount
of debate which has sprung from the differing opinions in regard
to what asset and liability items the balance-sheet should contain,
and in regard to what constitutes the most significant form for
its presentation to the financial officers and the public. Some
reason exists, however, for approaching the problem of the
municipal balance-sheet with no little care and discrimination,
for it is evident that an appropriate statement of assets and
liabilities for the government institution may be quite unlike the
one which has been found suitable in business.
Ordinary business accounting presents virtually no question
whether certain properties had better be eliminated from the
balance-sheet, or whether certain liabilities were wisely left out
of its preparation. The rule in business is that the accountant
should exhibit all assets and all liabilities. In municipal account
ing it is a point for discussion whether lines should be drawn
which would cause the rejection of special types of assets and
liabilities and would give effect to an arrangement of those
elements unexemplified in business practice.
The first step in solving the problem is a correct understand
ing of the terms balance-sheet and municipal corporation.
A balance-sheet is an opposition of assets and liabilities. It
is a two-sided statement of interdependent facts, so closely related,
in truth, as to give one warrant for saying that the balance-sheet
is simply a complete representation of the one single fact of
ownership. Each side validates the other; each side suggests the
other as its complement.
The asset total, an expression of dollars and cents, should
immediately suggest the notion of ownership or claim to title, and,
in so doing, should at once present itself as the means of supplying
pecuniary satisfaction to that ownership or claim. Similarly, on
its part, the total of the liabilities should suggest a sum of value
which has been the product of the incurrence of liabilities and
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may be used toward their liquidation. That one manner of
realizing a given pecuniary total of assets might result in a loss,
while another might yield a gain, makes it none the less true, at
a particular moment of time, that the assets and liabilities of a
balance-sheet scientifically constructed stand in reciprocal relation.
Implicit in the very mention of the familiar terms “loss and gain”
is the understanding that the pecuniary total of properties has
been, or is being, increased or decreased, with a corresponding
and reciprocal increase or decrease in the total of some form of
ownership in those properties.
Following such definition, it is almost needless to say that the
assets shown on a balance-sheet should have pecuniary signifi
cance to the entity under the name of which it is exhibited. They
should be of value, that is, to the entity which lies at the center
of the organization transacting business. This attribute should
attach to balance-sheet assets when considered by themselves alone,
apart from all other properties which are not immediately engaged
in operations or are in no way the result of operations. One
might reasonably hold this last as purely gratuitous were it
not for the presence, in the municipal situation, of properties,
having only a superficial individuality, to which the governing
entity has formal title. There is, in this case, apparently
separate title to the separate elements of a complementary value
relation. All assets, however, which may rightfully be considered
as self-contained wholes and individually productive of utilities
to a single independent owner, should be included in the balancesheet, or as a consequence the complete fact of ownership will
be understated. But these should be only such properties as
actually are owned, properties over which the immediate entity
has the right of final disposition to its own economic good. If
extraneous values are allowed to swell the asset total and, too,
if unrelated liabilities are permitted to have a place among the
equities, the residual equity will be a meaningless scramble of
dollars and cents and quite misleading.
Once it has been settled what assets and what liabilities are to
form a part of the balance-sheet of a given entity, the problem
then arises how they should be grouped to give a clear and unmis
takable picture of financial condition, and to provide data for
answering the various administrative questions which accompany
financial operation. In business the usual practice is to relate in

187

The Journal of Accountancy
one significant group all the assets and all the equities which
economically connect themselves with a particular operating
entity. Care is taken to arrange the data in classes according to
the relative permanence of the items, but no attempt is ordinarily
made to subtotal the two balance-sheet columns for the purpose
of dividing the residual equity with regard to the time element.
The reason for this is seen in the fact that all the properties to
which the business entity has title are strictly homogeneous in
regard to the service which they give to entrepreneurship or,
better, in regard to the relation which they ultimately bear to the
residual equity. If it should ever be found desirable in accounting
to exhibit a balance-sheet in two or more parts, the reason would
be that the particular entity involved was playing a dual or a
triple role, and as a consequence only a two-sectioned or a threesectioned statement of assets and liabilities would have meaning.
It is quite likely to be the case that an appropriate balance-sheet
for the municipality will be found to break naturally into three
or four parts, each one complete in itself. Generally speaking,
however, the items of a balance-sheet should be so grouped as to
afford almost immediate answer to the administrative questions
which the operating manager will be likely to ask. Clearness is
the minimum requirement.
Passing from the balance-sheet to consideration of what we
mean by the municipal corporation, we may inadequately define
the latter as an entity created by the law in quite the same manner
as a business corporation. Without saying more, this would
seem to place the municipality and private business in one and the
same class for accounting purposes. But if one does not see, he
can at least feel, that there is a difference between the city as an
accounting entity and the client which is engaged in profit-andloss venture. It is not in respect of its formal creation that the
municipal entity differs from the business organization; it is
rather in things more fundamental which attend the fact that the
former is not set up for the making of gain from the exploitation
of productive properties. The chief function of the municipality
is to act as a spending agent for the citizens of a city. Econom
ically considered, then, the municipal corporation may be defined
as a common spending agent, and simply as a convenient, but not
an economic, residence of title to properties held in common by
all the citizens. It is this understanding of the term which is
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significant to the accountant. Some might wish to extend its
meaning in this regard to include the idea of the stewardship of
common properties, and possibly that would be a good thing to
do. The point is, however, that the municipal corporation stands
more in the position of an agent to the citizenry, than in that of
an independent economic individual; and that its accounts should,
in accord with that idea, be made to reflect somewhat the same
information as those of a branch-house agency which renders a
periodic account current to its principal. The distinction here is
that the branch house is a selling agent rather than a buying agent.
The cash-receipts-and-disbursements method of accounting, as
used even now by the large majority of American cities, is an
unscientific attempt to carry out this theory in regard to the true
character of the government entity.
No set of circumstances in the broad field of accounting can
give the student a more interesting problem than the economic
operation of a municipality. It is not interesting, however, as
some would have us believe, because we must conceive new
principles of accounting before we can hope to resolve its diffi
culties. The mistake has been made, for example, of speaking
as if a particular set of accounting principles were needed suc
cessfully to meet the problem of a good balance-sheet for the
municipality. The problem challenges our study rather because
it is evident that we are called upon to make a new application of
old familiar principles. We have to deal only with new facts.
Besides the cash - receipts - and - disbursements method of
accounting for municipalities, there remain two distinctly different
accounting plans followed by cities. One of these rests on an
unreserved application of the principles of commercial accounting
to the city situation, while the other stops short of an unmodified
extension into the field of municipal accounting of a plan
peculiarly fitted to the needs of profit-and-loss business.
Perhaps the chief exponent of the so-called commercial method
of municipal accounting is Frederick Cleveland. He was for
some time director of the bureau of municipal research. His
principal work dealing with the commercial point of view is
entitled Municipal Administration and Accounting, One other in
which he collaborated has the title of A Handbook of Municipal
Accounting. The contention of these studies is that in municipal
accounting the procedure of double-entry bookkeeping should be
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followed in all its details, omitting within its scope no single
municipal transaction, and that, so far as concerns the need for
accounts, the city differs in no essential respect from the private
corporation. Every municipal expenditure, according to Mr.
Cleveland, whether capital or revenue, should be given full
expression in the accounts; every item of revenue, whether
anticipatory or derivative in character, should be reflected in
complete double-entry form in the periodic exhibits.
Full conformity with such principles in municipal accounting
would give effect to a balance-sheet showing every piece of city
property and every item of city obligation. In it both capital
assets and capital liabilities would have their proper places. And
when presented in the so-called consolidated form, it would differ
in no important particular from the usual business statement.
Mr. Cleveland answers his opponents who hold the capital
balance-sheet to be valueless in the following manner: “To
state that the capital balance-sheet when applied to municipal
enterprises is meaningless and misleading, reflects not only on
the methods used for obtaining information as the basis of admin
istrative judgment, but condemns the one who indicts it. The
conclusion that the categories used in capital balance-sheets when
applied to municipalities are misleading, and therefore not to be
used, is premised on an assumption that no information is needed
other than a statement of receipts and disbursements with its
residual balance of cash. This assumption fails to consider every
question of economy, every question of efficiency, and every
question of trusteeship other than that relating to the custodian
ship of money. Another defect is also found in this kind of
reasoning, namely, that no financial statement is to be considered
of importance except one by means of which may be ascertained
the amount of resources immediately available for the payment of
debt. This, again, is based on erroneous assumption, viz, that
the payment of debt is the only administrative responsibility which
a municipal officer has to meet or in which the citizen is interested.
. . . The administrative significance of accounting and report
ing has been in a large measure lost sight of, and ninety-five per
cent. of all our American municipalities are in the same dilemma.
It is therefore urged that accounting through which information
may come to the public in balance-sheet form is one of the most
urgent needs of modern municipal affairs.”
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When Mr. Cleveland wrote that the opinion opposed to the
capital balance-sheet “condemns the one who makes it,” he
doubtless had in mind Duncan MacInnes, whose name always
suggests itself in consideration of the capital balance-sheet
for cities. In a paper read before a conference held at
Washington, which met in the interest of uniform municipal
accounting, Mr. MacInnes said, in part: “A city, as such, has
neither capital nor revenue, but consists of an aggregation of
private estates with certain properties possessed in common, and
its accounts can reflect truthfully only the administration of the
common interest by authorized payments from authorized pro
vision or letters of credit, with such other and casual income and
expenditure as are incident to its complex activities. All receipts,
whether arising from general tax, special assessments, water rates,
sale of. bonds, or fees and fines, alike come out of the private
estates within the city, some at the outset and others eventually,
and all payments are alike for public service on behalf of the
citizens, either for their personal protection, education, or con
venience, or for increased facilities which heighten the value of
their property and the advantages they in consequence enjoy. The
wealth of a city is as seen from the hill-top. It is the collective
wealth of the freeholders and their tenants. Every public build
ing, park, street, and sewer has been paid for by the inhabitants,
belongs to them in common, and enhances the value of every
business and residential holding, which is taxed accordingly;
while the municipal corporation, when considered as a separate
entity and apart from the private estates within its territory, is a
penniless non-entity. As its balance-sheet, therefore, can contain
no assets but what belong to its inhabitants and no obligations but
what their private estates are pledged to discharge, no significance
attaches to the wealth held in common beyond what attaches to
the wealth held by each and all individually. When a public work
is undertaken, the funds are raised upon the credit of the col
lective private wealth which ultimately is to bear the burden of
discharging the obligation so created. When the work is com
pleted and put into service by the city, the account credited
with the funds raised and charged with the expenditure thereof
is closed upon its books and marks the discharge of the trust;
while the value of the added facility, whatever it may be, is at
once absorbed by the private estates benefited, and occasions a
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latent increase in their value. Any attempt, therefore, to
recognize in the general statement of the condition of a city the
value of common properties, or to measure it as wealth that
could be mortgaged by or partitioned among the inhabitants, as
if they were so many stockholders, in the same manner as the
fixed assets of a private corporation, is seeking to express a
condition which does not exist and forcing a construction which
is fictitious, arbitrary, meaningless, and withal misleading. . . .
The further the principle of accounting which leads up to a
balance-sheet of the commercial kind is exploited, the more remote
are we from the plane of reasoning to which we will ultimately
have to return, and the further deferred is the time when a
municipal balance-sheet will be realized which will reflect under
lying truths and show clearly to bondholders and taxpayers alike
the assets and true status of the municipality. . . . The main
objects of a municipal balance-sheet should be (a) to show the
floating status of the city and the possibilities of realization to
liquidate current liabilities; and (b) to show clearly the legal
margin of its borrowing capacity, so that the prospective bond
buyer and taxpayer alike may know at once the measure of his
right to engage in public undertakings.” The capital balancesheet would be, according to Mr. MacInnes, misleading, because
it would array values which were “neither real, measurable, nor
indicative of any actual condition.” He of course would not
omit from the periodic report, in the form of an appendix to the
balance-sheet of which he approves, a schedule of capital proper
ties, capital debt, and a statement of the condition of the sinking
funds; but such a schedule would not in any wise be controlled
by the system of accounting.
The two gentlemen just quoted evidently come to issue in
the question whether or not the city is appropriately to be
treated, for the purposes of accounting, in the same way as the
private corporation.
Following the reading of Mr. MacInnes’ paper in the con
ference referred to above, Harvey Chase remarked that there
was no real difference in the two points of view taken by Messrs.
MacInnes and Cleveland. He gave his opinion as follows: “In
one of these points of view we have a balance-sheet, which Mr.
MacInnes has described as the ‘old form,’ in which the costs of
public properties are set upon the left-hand and the outstanding
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bonds set upon the right hand. This form of ‘balance-sheet’ is,
in fact, a trial balance of the books set up for the purpose of
disclosing the costs of properties, but not, as Mr. MacInnes
infers, for determining the surplus of a city. Looked at from
the trial-balance point of view, the municipal balance-sheet
arranged in that way is a proper statement. In addition to such
statement there must be, either in the form of a balance-sheet
like Mr. MacInnes’ or in some form of a statistical statement, as
is ordinarily provided in municipal reports, some presentation of
the debt, the debt limit and the available debt margin within which
new debt may be issued. Taking the first case, we have a balancesheet showing the cost of properties, and in addition a statistical
schedule of the debt limit, and in Mr. MacInnes’ form we have
a balance-sheet of the debt and the debt limit, and a statistical
statement of the cost of properties. I do not see that there is any
important difference in the two points of view.”
The writer of this paper feels that our democratic inclination
to take the printed page for granted, and especially the inclination
to jump to erroneous conclusions drawn from the figures of a
balance-sheet authoritatively and finally published, should induce
the accounting student to take great pains to give out information
which would be unmistakably significant. In the light of such
opinion a complete and unreserved extension of double-entry
procedure as applied to the balance-sheet in business to the balancesheet of the municipality would probably be going a bit too far.
What Mr. Chase had in mind when he said that the capital
balance-sheet was a perfectly proper statement as a trial balance,
if not as a balance-sheet, it is rather hard to see. His position
was probably sound if he meant that the exhibit should make no
pretensions beyond being a trial balance of memoranda for the
purposes of property administration.
The balance-sheet as the chief accounting exhibit should be
carefully suited to the peculiarities of the financial situation in
which it is to be used as a guide; it should, above all, be made
to state the truth about a given situation. The surplus balance
of the proposed capital balance-sheet, although serving to indicate
broadly the past revenue resourcefulness of a city, would quite
possibly be misread as an indication of present financial potenti
ality or, as Mr. MacInnes says, would perhaps lead the city to “an
inordinate increase in its public debt.” What has happened in the
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past is, as a matter of municipal financial history, of undoubted
interest; but financial capacity should be determined on the ground
of the present status of the floating assets and liabilities of a city,
and on the basis of current revenue possibilities. The assertion
that the capital surplus is an exponent of the condition of the
municipal trust or of the value of the city’s credit, is scarcely
justifiable. The prosecution of a trust cannot be measured on
the basis of the value of properties purchased, provided there has
been an even exchange, nor can the status of credit be measured
on the ground of property which cannot be counted on by a
creditor as an independently available resource. This kind of
talk gets so bad at times in some writings on the subject as to
border on sentimentalism. The proponents of the capital balancesheet unquestionably overlook the fact that there is an important
difference between the municipal entity and the entity of private
business, together with the probable confusion which would
accompany the reading of an exhibit which did not take that
difference into rational consideration.
The most recent and understandable writer on the subject of
the municipal balance-sheet is Francis Oakey, whose book, The
Principles of Governmental Accounting and Reporting, is a firstrate presentation of the differing points of view which have made
the study of municipal accounting so full of meaningless entangle
ments. He proposes a balance-sheet which would exhibit, “on
the one hand, the values of all assets, except permanent proper
ties, sinking-fund assets, and capital assets of endowment funds,
and, on the other hand, the amounts of all liabilities, except long
term bonded debt, and capital liabilities of endowment funds.”
“The reason for eliminating sinking-fund assets and long-term
bonded debt is that these items require a consideration separate
and distinct from that which should be given to the assets and
the liabilities that relate to current operations and activities.
Bonded debt relates to the assets of a government only to the
extent that the assets are required or are available for its
redemption. Bonded debt usually falls due in various amounts
and at various dates, representing a series of maturing liabilities;
it is only the first few items of this series—the amount falling
due in the current or in the ensuing fiscal period—that can be
intelligently considered in relation to the expendable surplus,
and then only in relation to that portion of the expend
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able surplus that represents the surplus of the general fund, and
also only to the extent that such items exceed the sinking funds
established for the redemption of them. Furthermore, good
administration, and very often the law, requires a complete segre
gation and separate accounting for sinking-fund assets. It is
proposed that the debt statements and those relating to the
financial condition of sinking funds be presented immediately
following the balance-sheet. ... In the proposed balance-sheet,
assets and liabilities are classified and designated according to
character without regard to the funds to which they relate; but
they represent the totals of the respective balances of expendable
funds shown in the fund statements.” In addition, Mr. Oakey,
like Mr. MacInnes, has in mind the appending to the financial
statement of a report of fixed properties given in terms of
their capacity to serve the needs of a growing citizenry. Such
report would contain data concerning the remaining service life
of the properties, concerning their maintenance and replacement
costs, and concerning their fitness to satisfy wants in the mere
matter of the number of people which they could accommodate
in an efficient manner.
Although inclined to agree in the main with Mr. Oakey’s pro
posal, the present paper finds fault with his balance-sheet princi
pally because it would show current assets and liabilities without
respect to the particular funds to which they related. This would
seem to be an entirely needless neglect of the element of clearness
so essential to a first-class balance-sheet. Otherwise, it has been
made with an eye upon both the peculiar character of the munici
pality as an accounting entity and the class of persons who would
be called upon to give it intelligent interpretation.
As we have already noted, the municipality is most rationally
conceived as a representative spending agent, and as a convenient
steward of the common properties of the citizens. There is
little that is self-sustaining within the municipal entity’s super
vision and control. Periodically it must be supplied with the
wherewithal of the expenditures which it finds necessary properly
to supply the manifold services of government. This where
withal comes, let us say, like manna from heaven, felicitously
foreordained to meet what demands there may be. Whether or
not the case is quite as poetical as this, the municipal organization
enjoys a perennial source of revenue which it may command as
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wants may dictate. Nothing expounds the peculiarity of the
municipal situation to the accountant who studies its balance-sheet
requirements more than this fact of periodic adjustment of means
to needs, by virtue of a power derived from a condition entirely
foreign to itself. It is this fact which gives him a cue to what is
appropriate in accounting for the municipal entity. He has a
task which embraces, for the most part, only the passing period
of operations, and, accordingly, deals with values possessing
little more than current importance.
The municipal corporation does not have the economic indi
viduality which attaches to the ordinary business organization
and may be said to rest on the latter’s possession of fixed
assets directly productive of utilities benefiting ownership in
them. That the permanent properties which the latter rightly
exhibits in its balance-sheet have significance for the purpose of
this statement is in part the natural result of not only their
immediate utility in a special situation, but also their fairly easy
adaptability to the present production wants of others. They
enjoy a “realizable” value apart from their value to a particular
going concern. To the enterprise owning such assets, they are
properly considered as significant sources of gain or, at the
worst, as commodities which would command a bidder on the
general market. The fixed capital with which ordinary business
accounting deals is correctly exhibited in the balance-sheet state
ment, and, in the event of failure in the so-called statement of
affairs, at a certain sum of dollars and cents. None of this is
true, however, when applied to most of the fixed properties to
which the government corporation holds title. The assets of the
municipality have no balance-sheet importance to the operating
corporation. What they, as productive properties, give to society
in the nature of utilities, does not pass through the hands of the
immediate owner. Round about through all the widely spread
estates of its freeholders do the permanent properties of a munici
pality find expression for their worth. They have no pecuniary
value to the accounting entity envisaged as an independent going
concern; nor can they normally be made to satisfy the wants of
the general market. If we are to say that civic improvements
have any pecuniary significance whatever, we must have in mind
the enhanced value of the private estates which follows their con
struction.
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To be consistent, it is apparent that we cannot admit fixed
assets into the municipal balance-sheet. To this entity, conceived
either as a representative spending agent or as a steward of com
mon properties, long-time public properties have no communi
cable meaning in the terms of such an accounting exhibit. Nor
do they, by themselves, signify anything to outside equities like
the holders of bonded debt which has been incurred for their pur
chase. Opposition of unrelated assets and liabilities in balancesheet form is misleading and is to be avoided because it communi
cates an erroneous idea concerning the source of the means of
liquidation of liabilities, and suggests, in a surplus figure, an
availability of capital which is not a truthful representation. The
information derivable therefrom may be statistically valuable.
If this is true, it should be presented in some form of statistical
statement other than a balance-sheet. It is dangerous practice
to give the same term more than one meaning in the same account
ing exhibit, as would most certainly be the case in a balancesheet showing both a current and a capital surplus. Fixed prop
erties can have pecuniary significance, on the utility side, only as
related in a complementary way to the private estates of citizens,
and cannot logically be used to increase the asset total of two
different balance-sheets at one and the same time. Viewed indi
vidually these properties are virtually worthless; while viewed
as grouped with the estates which they benefit, they have a value
at least as great as their replacement cost. It is apparent that all
members of the group, or none of them, can logically be shown
as assets in the municipal balance-sheet. Obviously the first
alternative is out of the question.
Equally incompatible with the logic of this paper would be
inclusion of outstanding bonds among liabilities. In no way can
it be rightly said that such obligations as totalities relate to
resources which are of balance-sheet significance to the municipal
corporation. The corporate entity is simply the intermediary
between the holders of municipal bonds and the body of citizens
whose properties have benefited from the loan, and have at the
same time been pledged as security for its repayment. The
balance-sheet of the intermediary cannot rationally be made to
show such a liability.
From considerable reading of opinions, it appears that what
the proponents of the capital balance-sheet expect of their plan
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is that it will provide regularly controlled memoranda regarding
the cost of permanent properties and the principal of outstanding
bonded debt. They do not wish to have anyone misled by the
figure of capital surplus, nor by the fact that bonded debt is
opposed in the balance-sheet to properties which could not be
used to liquidate that debt. They assume that no reader of the
balance-sheet which they propose will be confused by the half
heartedly admitted inconsistency of terms employed. Supposedly
they have in mind here the city comptroller and his trained
helpers. If such persons were the only ones who read the muni
cipal balance-sheet, no doubt little harm would result. But others
less sophisticated make use of it as a source of information which
they do not hesitate to employ as a bludgeon, a bellows, or a par
ing knife, depending upon the need of the moment. The writer
has in mind the conscientious dentist who sits on the city com
mission, or the professional politician who represents precinct
number four. It seems manifest that, if the only reader of the
balance-sheet is to be one thoroughly initiated in the variations
in meaning which may be attached to accounting terms, the
information about capital assets and capital liabilities could be
better given in some statistical form quite apart from the balancesheet, and thus we should avoid the rather doubtful help of a
confusing opposition of fixed properties and bonded debt.
It has been proposed that there be substituted for the capital
balance-sheet a statement of the debt limit of the city offset by
the principal of the bonds outstanding, leaving a remainder which
would measure the available margin or the margin of freedom,
depending upon the state of mind of the taxpayer who read
it. Possibly this would constitute a valuable adjunct to the usual
current balance-sheet. And in theory, at least, there would be no
objection to it. Certainly one could not reasonably be guilty of
misreading its terms, or of misunderstanding the significance of
its balance.
The conclusion is fairly evident that as an accounting entity
the municipality lives only from period to period. The theory
of municipal finance is that periodic revenues are to be made
equal to periodic cost, and upon this theory the accounting struc
ture, if it is to be a rational one, should be based. From an
accounting point of view there is no reason to think that the finan
cial plan will in any case lead to a surplus or a deficiency of any
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permanence. The failure of one period to conform to the plan
in theory immediately becomes the obligation, the particular obli
gation, or the resource, the particular resource, of the following
period. The task of carrying out in practice such a theory of
finance involves the bringing into existence of typical current
assets with their correlative liabilities. Such are the assets and
liabilities which should be comprehended by any system of muni
cipal accounts, and, accordingly, should appear in the periodic
balance-sheet exhibit of financial condition. No properties
and no liabilities which in the natural course of things survive
more than one period can have a proper place in a municipal
balance-sheet; as a totality they cannot be said to be proper
balance-sheet data.
Once permanent properties have been
acquired, and long-time liabilities incurred, they cease as a whole
to be a part of the periodic financial plan, and for that reason
should not be made a controlling feature of the accounting
system. They then enter into the life of the city conceived as a unity,
and this idea no scheme of accounts could embrace to a construct
ive end. True it is, that the accounting of each period should
ideally include adequate consideration of the maintenance of per
manent properties, and of the ultimate liquidation of bonded
liabilities; that would come simply under the usual head of the
periodic requirement of equating current revenues to current
cost, and of equitably spreading that cost over all periods of
municipal operation.
The problem of municipal accounting, then, and hence the
problem of the municipal balance-sheet, is one of periodic
revenues and periodic expenditures, and of exhibiting at the end
of stated intervals such assets and liabilities as arise from revenues
and expenditures, and are at that time not cleared from the
accounts by the usual process of realization and liquidation. This
means that municipal accounting is primarily concerned with the
operation of expendable funds, of which all expenditures, of
whatever character, are decreasing elements, and all revenues
increasing elements.
Expendable funds comprise, first, the general fund, from
which expenditures are made only following acts of appropria
tion; second, the special revenue and expense funds, which are
established to prosecute current activities, for which the resources
are provided from specific sources of revenue of a “regular,
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continuous, or recurrent” character, either by tax levies, charges
for services rendered, or by the setting aside of specified revenues
of the miscellaneous class, such as licenses, rents, fees, etc.; third,
the funds which have been established to defray expenditures for
capital outlays, for which the resources are supplied by bond
sales; and, finally, the funds provided for meeting the costs of
local improvements, the ultimate resources of which come from
assessments. Expendable-fund resources are made up of the
following items: cash balances, taxes accrued (not collected),
miscellaneous revenues accrued (not collected), assessments
receivable, and stores. Liabilities growing out of expendable
fund operations consist of warrants payable, vouchers payable,
accounts payable, temporary loans unmatured, interest accrued,
and special assessment bonds; in addition to these there should
be shown in the balance-sheet, as an offset to the assets exhibited,
in the statement of the assets and liabilities of the revenue and
expense funds, a reserve for working capital and a surplus, the
latter having a definite and determinable relation to the sum of
the surplus balances of the several expendable funds.
To be excluded from the balance-sheet which the writer here
has in mind, would be the assets of sinking funds, capital assets
and liabilities, the capital of endowment funds, and what are
known as private funds. Separate accounting should be made
for financial data of this character reported in the form of
distinctive statistical statements.
It would perhaps be advantageous to support any detailed
statistical analysis made of such items with a listing of their
general ledger controls somewhat as follows:

Controlling Balances
°f
Capital Items
Municipal properties (cost)
Principal of municipal debt
Sinking-fund resources ...
Depreciation of properties.
Endowment capital ..........

Reserve for properties .... xxxx
Bonded debt:
a. Capital purposes xxxx
b. Revenue purposes xxxx
-------- xxxx
Reserve for sinking fund., xxxx
Reserve for endowment
capital ......................... xxxx
Reserve for depreciation .. xxxx
----- Etc.-----

xxxx
xxxx
xxxx
xxxx
xxxx

xxxxx

xxxxx
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This would obviously give one the requisite comprehensive view
of the situation in regard to the non-balance-sheet capital items,
without the vague and misleading assistance of a formal “capital”
balance-sheet with its balancing figure of “capital surplus,” and
it would accomplish the purpose in an explicit, positive, and
straightforward manner.
Proper form for a balance-sheet is of course quite as impor
tant a consideration as what it should contain in the nature of
assets and liabilities. However significant, abstractly viewed,
may be the content of any balance-sheet, if its form and arrange
ment be not scientific and intelligible, it will fail of accomplishing
any useful purpose. A municipal balance-sheet constructed on
the basis of the assets and liabilities of expendable funds should
be divided into three sections, each one presenting its own figure
of expendable surplus. One of these divisions would be con
cerned with revenue and expense funds, one with funds devoted
to meeting capital outlays, and one with funds providing for local
improvements. Different administrative activities are subserved
by each, and accordingly each will be sought for answer to
different administrative questions.
The balance-sheet thus suggested as a proper periodic exhibit
for the municipal entity follows closely what seems to be the
natural separation between accounting information significant
for balance-sheet purposes and that which is not. To some the
lines drawn may appear somewhat arbitrary. A careful study,
however, of the particular character of the municipal accounting
situation would probably convince anyone of the reasonableness
of what has been said. New facts demand a reconsidered appli
cation of old principles. The peculiar difficulties which they offer
cannot otherwise be satisfactorily resolved.
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Going Value of Inventories
By George H. Johnson

Mr. Paton’s article in the December number of The Journal
Accountancy discusses the relative advantage of the three
well-known bases on which inventories are usually compiled, (1)
original cost; (2) reproduction cost; (3) liquidating value. There
is another base not mentioned by him which is sometimes preferable
to any of the three named, viz., value to the owner in his going
business. This going value is applicable to materials and supplies
as well as to equipment, although with limitations. Numerous
instances will occur to the reader. The complement of this fact is
seen in the losses resulting from fire, flood, theft, etc., due to
the interruption of business. In every going business the mate
rials and supplies on hand have a maximum value for the business
as great as the loss which would be entailed by their sudden
destruction. For example, coal on hand is worth to factories and
public utilities wholly dependent on it for their operations the
replacement cost plus the direct and indirect loss which would be
entailed by a short shut-down during the time required for replace
ment. Although this is a real value which should not be lost sight of
in the search for a scientific minimum it would not be a proper
base for an inventory. But in most lines of business there is
material and equipment which has substantial service value which
might well be included in the inventory of a going concern even
though its cost has been written off and its selling value is
negligible. In such a case a distinction might be made between
the complete inventory and the balance-sheet inventory. For
example, from the standpoint of conservatism it is very commend
able practice for a manufacturing company owning valuable
patents to write them all down to one dollar. But that is not
very satisfactory to the stockholder to whom the reports are made.
He wants to know the fair appraisal of this going value and so be
prepared to compare the value of his ownership in one company
with that in another. The same principle applies to all intangibles.
The fundamental rule, one of common sense, should be this:
The base to be used in an inventory is usually the one which is
related to the immediate future of the property. If the business
of
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is to be liquidated and the physical property disposed of as scrap,
then evidently scrap value should be used. If the business is
permanent and there is no near prospect of replacement, the
depreciated cost generally should be used. If replacement is within
sight, the replacement value—less depreciation—should be used.
But if there is doubt about the continuation of the business the
inventory should be on the two bases of going value and liqui
dating value.
In my own practice I had the case of a picture business which
had no accounting system and no inventory. It was known only
that the working capital had disappeared and embarrassment was
threatening. Should the business be continued or liquidated?
The answer depended on the inventory, and the inventory value
depended on the base used. Original cost, reproduction cost and
selling price would each be unobtainable except by a very rough
estimate, and the results of the three would have ranged very
widely and would have led to opposite conclusions. The value
of the inventory to the business itself as a going concern supply
ing regular commercial customers was plainly indicated as the
proper base. This inventory indicated no profit, and consequently
the business was liquidated.
I do not undervalue the advantages of uniformity in methods
and nomenclature. It would be a great advantage to have all
inventories made at cost or market whichever was the lower;
but this is a case, it appears to me, where the attainment of the
advantage of uniformity is not feasible without sacrificing much
more than is gained. A foot-note will generally serve to unite
the advantages of standard practice and the adaptation of the
inventory base to the immediate circumstances.
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EDITORIAL
Readers of The Journal of Account
who have occasionally turned to the
editorial pages and are more or less
familiar with the form in which these
notes have been appearing will notice a change in the form of
their presentation in this issue. We trust that all will approve.
One of the eminently desirable tendencies in modern magazine
practice is an effort to bring about a personal relationship between
editors and readers somewhat closer than prevailed in the days
when the editor sometimes imagined himself a kind of Delphic
oracle by whom those who applied for light might be given a
glimmer or two if it happened to be agreeable to the dispenser
of wisdom. Nowadays the editor is not able to convince himself
of his omniscience however much he may desire to do so. He
strives to reflect the opinions of the class to whom he is address
ing himself and if he cannot accomplish that purpose he fails.
With this thought in mind we are adopting this more informal
and, we believe, better form of production of comment. It seems
to bring us closer to the reader’s ear. If our readers approve we
shall not be reluctant to hear their opinions frankly expressed.
And incidentally it may not be amiss to say that a great assistance
can be given to the production of all editorial comment if sug
gestions are freely offered.

Chiefly a Matter
of Form

ancy

In our advertising pages this month
appears an announcement of a competi
tion offered by the American Institute
of Accountants Foundation for the best theses presented
dealing with the general subject of capital stock without par
value. Prizes up to a maximum of $2,500 for the first prize
are offered, and the contest is open to all who care to participate.
No restriction of any kind is set upon the nature or content of the
essays. A special prize is offered to members of the Institute as
distinct from contestants outside the membership. This competition

Prize Competition
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is made possible by the offer to donate a sum up to $10,000 to the
endowment fund for the purposes of the contest. The offer was
made and accepted at a meeting of the council of the Institute held
last year, but definite announcement of the details was postponed
until the present time for various reasons which seemed adequate
to the executive committee. We trust that all our readers will
consult the advertisement to which we refer, and that there will
be a generous response to the invitation. No subject is of greater
moment to the accounting profession and few are more contro
versial. The whole question of the issuance of capital stock
without par value is of comparatively recent origin, but there has
been so widespread an interest in the plan that it is known and
discussed even in those states which have not yet provided legis
lation rendering possible the issuance of such stock. The
American Institute of Accountants Foundation has been fortunate
in obtaining the assistance of a jury to decide the result of the
contest.The jurors consist of Julius H. Barnes, head of the Grain
Corporation during the war, now president of the Chamber of
Commerce of the United States of America and a business man
of the highest type and the utmost prominence; Wesley C.
Mitchell, who is a well-known economist, undoubtedly one of the
leaders in his field; Albert Rathbone, an eminent member of the
bar, who was an assistant secretary of the treasury during the war;
Frederick Strauss, who is a partner of the banking firm of
J. & W. Seligman & Co.; and the fifth member of the jury
is George O. May, chairman of the committee on administration
of endowment of the American Institute of Accountants. We
have, therefore, a jury consisting of a business man, an economist,
a lawyer, a banker and an accountant. The professions which
these men represent are all interested in the question at issue, and
it will be strange indeed if as a result of this competition there be
not produced an invaluable compendium of thought and infor
mation dealing with the broad question and with many of its
special phases. The best theses will be presented from time
to time in The Journal of Accountancy and quite probably
will be published as a collection in book form.
Everyone is or should be familiar with
the scriptural axiom: “Where there is no
Vision
vision the people perish.” The con
verse is also true, “Where there is vision the people will not
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perish.” The American Institute of Accountants has recognized
these two facts from its inception and has endeavored by breadth
and the avoidance of littleness to serve the whole accounting
profession and thereby to serve the whole community. The offer
which we have mentioned in the preceding paragraph is only
another illustration of that vision upon which the great success
of the Institute is founded. The desire to serve has never been
better exemplified than through this altruistic offer made with the
hope of bringing together various shades of opinion and expo
sitions of fact, out of which the general public may derive a fair
and comprehensive understanding of an extremely vexed question.
Publication of such works as the Accountants’ Index is another
evidence of a broad philosophy. Prior to the appearance of this book
nothing was known and no source of information was available
in regard to the great mass of literature which had been written
dealing with accountancy and its related subjects. The expense
of producing the book would have been prohibitive to any
organization not supported by the thought, effort and money of
men of vision. The contents of Approved Methods for the
Preparation of Balance-sheet Statements, prepared in response
to requests from the federal trade commission and the federal
reserve board, followed by the publication of this matter in
pamphlet form, provide another instance of what may be done
when skill and willingness combine to labor for the common good.
It is well sometimes to pause and remember things that are being
done lest those of us not actively engaged in the accomplishment
of such things forget.
Readers will learn with gratification that
the house of representatives on February
Accountancy Law
12th passed the so-called “Capper” bill
for District
which creates a board of accountancy in
of Columbia
the District of Columbia. One or two
minor amendments which were introduced by the house com
mittee were approved by the senate on February 13th. The
Capper bill follows the general lines of the model law approved
by the American Institute of Accountants, and its enactment will
certainly do much to strengthen the position of the profession in
the national capital. It has been a strange anomaly that the
political center of the country should be the only district without
regulatory legislation for accountants. The result of this con-
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dition is well known to all who have watched with amazement
the occurrence of various undesirable developments in the
district. It now remains for the Institute, having taken an active
and effective part in the enactment of the law, to do its utmost to
assure a proper, fair and non-political administration of it. There
has long been a feeling that C. P. A. legislation in the district
might have its perils on account of the propinquity of so great
a volume of political effort and influence. The bill, however,
which has now been passed is intended to prevent the injection
of politics in any undesirable way, and it is believed that, gen
erally speaking, the establishment of an accountancy board in
Washington will be to the benefit of the profession throughout
the country.
Elsewhere in this issue of The Journal
of Accountancy appears an article by
The Sphere of the
Wesley C. Mitchell which we commend
Accountant
to the careful attention of our readers.
Mr. Mitchell presented his views at a meeting of the New York
State Society of Certified Public Accountants and those who
were fortunate enough to hear his address were much impressed.
Not everyone will agree with his ideas. There is much to be said
in favor of the cobbler sticking to his last to the last, but on the
other hand, the cobbler is not as a rule a broad-minded person—
his vision is limited. If he look not beyond the confines of his
shop he will lose much of the beauty in life and will fail of the
greater accomplishments. There is no doubt that there have been
too many cobbler accountants in the past, and there is no doubt
at all that there are fewer to-day. It is because of their greater
breadth of view that accountants are becoming a power in the
land. Something like this was in Mr. Mitchell’s mind when he
laid stress upon the necessity that the accountant who is to serve
best shall acquaint himself, to a fair degree of familiarity, with
the trend of business, politics and economics. One thing is
certain, there may be something to be said for the cobbler theory,
but we doubt if any accountant or any other person ever was
injured by the excess weight of his general knowledge.

A great deal of interest has been manifest
in and around New York in a decision of
C. P. A. Practice
the appellate division of the supreme
court in the case of the people against the National Association
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of Certified Public Accountants. This was an appeal by plaintiff
from an order of the supreme court denying a motion of the
plaintiff for an injunction pendente lite to restrain the defendant
from holding examinations in the state of New York to qualify
persons as certified public accountants to practise as such in the
state. This decision is important in that it clearly prohibits the
members of the National Association of Certified Public Account
ants from holding an examination and issuing certificates as
certified public accountants in the state of New York. Unfor
tunately, however, the decision does not go far enough to be
all-embracing. Legal opinions differ as to the effect in the case
of accountants who are certified under proper legal requirements
of other states and describe themselves in New York as certified
public accountants of such other states. Many opinions have been
expressed to the effect that a man who is a C. P. A. of, say,
Maine, is entitled to describe himself as such and is not guilty
of any misrepresentation under any state law. Others claim that
the restriction in the New York law as interpreted by the
appellate division applies to everyone who uses the letters
“C. P. A.” or designation “certified public accountant,” however
modified by initials or even full name of state of origin. This
is a question upon which there has been so much discussion and
so much acrimony that it is manifestly desirable that it be settled.
If the laws restricting practice as certified public accountants to
persons certified under the law of any one state are constitutional
and will be upheld or if they are unconstitutional and unen
forceable, it is imperative that the facts be known. Nothing can
be gained by a continuance of indefiniteness. We hope, therefore,
that the decision rendered in New York will be followed by a
decision of some court of competent jurisdiction defining the
restrictive effect of all C. P. A. legislation.

Retroactive
Regulation

A great deal of consternation has been
caused among accountants by treasury
decision 3414, in which the following
paragraph appears:

A lessee is not entitled, under the revenue acts of 1916, 1917, 1918
or 1921, to an allowance for depreciation based on the value of his
lease as of March 1, 1913, if acquired prior thereto, but where a
leasehold is acquired for business purposes for a specified sum, the
purchaser may take as a deduction in his return an aliquot part of
such sum each year, based on the number of years the lease has to run.
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It appears from advices received from Washington that the subject
has been given as much consideration as almost any question that
has arisen under the law, and the present decision is the result.
It is possible to have a great deal of sympathy with the depart
ment’s desire to check the growth of the practice of claiming
depreciation on leaseholds on the basis of more or less authentic
valuations as at March 1, 1913, but there is some doubt as to the
ability of the department to sustain the position it has taken in
this decision. At first it seemed that the decision was practically
an extension of the rules laid down by the department following
the decision in the Goodrich case and that the bureau had taken
the view that the claim in regard to leaseholds was a claim for
loss which might be limited to the cost or value at March 1, 1913,
whichever might be the lower. The decision, however, was
specifically made applicable under the revenue law of 1921, which
provides that all depreciation shall be based on values at March
1, 1913. This made it evident that the first impression as to the
grounds for the department’s action was incorrect. It is clear
that in order to support this position under the act of 1921 the
department must take the question of leaseholds entirely outside
the scope of the depreciation clause—and it is interesting to note
that the decision is reported in the bulletins under the heading
“Rentals” with only a cross reference to depreciation. It seems
evident, therefore, that the department proposes to treat premiums
paid for leaseholds simply as additional rental just as it treats
discount on bonds as additional interest.
We cannot avoid thinking, however,
that the department would encounter
serious difficulty in applying such a rule.
A leasehold is legally regarded as prop
erty, and if this be so it is difficult to see
how the department can deny depreciation on a leasehold which
is employed in the business and is being gradually exhausted by
the effluxion of time. The position seems to be made more
difficult by the express provision of the act in the case of
depletion that the allowance shall be equitably apportioned
between the lessor and lessee. And it should be borne in mind
that the supreme court has declined to accept the view that a
leasehold interest in a mine was a kind of property differing from

Forcing the
Taxpayer into
Court
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the ordinary leasehold. Altogether we have come to the con
clusion that the department has felt it necessary to check the
abuse of the right to claim depreciation on leaseholds, but has
decided that the best way to do it is to issue a treasury decision
which will force claimants to take the matter to the courts. The
question will come sooner or later into the courts and we venture
to predict that treasury decision 3414 will then be upset. Even
so, it may have been effective in inducing taxpayers to withdraw
any claim for depreciation in cases which were not particularly
well established or not important in amount. We cannot help
feeling that the department would have acted more wisely if it
had accepted the principle that leaseholds used in business are
depreciable to March 1, 1913, values, but had announced that
taxpayers would be held to a very strict and complete demon
stration of such values.
The January issue of The Journal of
Accountancy contained an editorial
note dealing with the opportunities for
young accountants. We have been much
flattered to receive a volume of comment
from various readers, some of whom seem to feel that the editor
of this magazine may be responsible for the facts which he was
rehearsing. Others, while not making a railing accusation against
us, appear to have been aroused to a spirit of interrogation by
seeing the truth in print. The most instructive comment is con
tained in a letter which has come from the middle west, wherein
it is alleged that there is a scarcity of qualified men in that
section of the country, and the question is quite naturally asked:
“Have wages been so reduced in the west that the unattached
young men have wandered to the east in search of better
conditions?” To this we have no answer which is comprehensive,
but so far as we have been able to learn there has been no more
reduction in the west than elsewhere. In some cases the truth
seems to be that there has been greater reduction in the east.
Another result of the publication of the editorial comment was a
number of inquiries for qualified men, and as a consequence all
those of whom we had knowledge were able to obtain employ
ment. We hasten to assure our readers, however, lest there be
some misunderstanding, that among the Journal's numerous
activities is not the function of an employment agency.

Opportunities for
the Young
Accountant
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One of our friends sends us an adver
tisement from a local paper in which it
is set forth that “a skilled bookkeeper is
disengaged and is willing to audit and
close books.” He undertakes to give special care to books muddled
by “accountants.” Our correspondent seems to feel aggrieved
that any advertiser should consider it possible that accountants
would muddle books. The key to the problem is the fact that in
the advertisement the word accountants is quoted. We regard
the advertisement as a fine testimonial. It is the accountant
surrounded by inverted commas who is the cause of half the
anguish in the accounting world. When the quotation marks are
removed the possibility of muddling is considerably reduced. It
might be an interesting thing to classify the accountants of the
country as accountants quoted and accountants unquoted.
Muddled by
“Accountants”
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Income-tax Department
Edited by Stephen

G. Rusk

Recent treasury decisions indicated that the department officers have
been wrestling with the problem of dividends—liquidating and those dis
tributing gains and profits accumulated since March 1, 1913.
From a brief study of some of the recent court decisions of the lower
courts it seems likely that the whole subject of dividends will have to be
brought to the United States supreme court before many controverted points
will be settled. In this month’s issue we publish treasury decision 3428,
rendered by Circuit Judge Mack of the United States district court, south
ern district of New York, which has some similar characteristics to those
of the Harder v. Irwin case commented on in the February issue of The
Journal

of

Accountancy.

It is safe to say that the vast majority of individual taxpayers keep
no systematic record of income and expenses, and that in making up tax
returns at the end of each year the cheque-book and bank-book are the
sources of information relied upon in compiling the necessary statistics.
Recognizing this, congress enacted in its several income-tax laws certain
provisions permitting the taxpayer to make a return “. . . upon such
basis and in such manner as in the opinion of the commissioner does
clearly reflect the income.”—Sec. 212(b).
The commissioner has ruled that
“all items of gross income shall be included in the gross income for
the taxable year in which they are received by the taxpayer * * *
unless in order clearly to reflect income such amounts are to be
properly accounted for as of a different period. * * * a taxpayer
is deemed to have received items of gross income which have been
credited to or set apart for him without restriction.”—Article 23,
regulations 62.
The commissioner has also ruled that
“each taxpayer is required by law to make a return of his true
income. He must therefore maintain such accounting records as will
enable him to do so.”—Article 24, regulations 62.
Section 201 of the revenue act of 1921 treats of the subject “divi
dends.” Paragraph (e) of the said section provides:
“for the purpose of this act a taxable distribution made by a corpo
ration to its shareholders or members shall be included in the gross
income of the distributees as of the date when the cash or other
property is unqualifiedly made subject to their demands.”
The reason for the above quotations is to direct attention to the fact that
the commissioner has ruled that taxpayers are required by law to keep
some sort of accounting record and that the taxpayer is required to have
knowledge of the date when dividends are made “subject to his demand
without qualification”—two rules that are not possible of enforcement
except to a limited degree.
Viewing the subject of dividends from the standpoint of those receiv
ing them the above-quoted rulings, together with the recent decisions of
Judge Cooper in the case of Harder v. Irwin, and of Judge Mack in the
case of the Estate of lames Douglas v. William H. Edwards, would
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appear to allow a taxpayer but little chance to make a correct return of
income from dividends, even if he should keep records in conformity
with the regulations of the treasury department. When a corporation
informs its stockholders that it is paying a liquidating dividend they have
the right to believe that the corporation is correct in its statement. The
corporation’s management may also believe that its statement represents
the facts. When the taxing officer gets around to the matter, however, he
may upset all that has gone before. The taxing officer may be wrong,
and then it is necessary to carry the case to the courts where the judge is
obliged to give much thought to what congress intended when it chose
certain language with which to clothe its thought. If the court can make
the language of the act fit the particular case at issue the taxpayer will
finally know after the lapse of years whether or not his return of income
is properly stated.
In the case published this month the taxpayer, as stockholder in the
Phelps Dodge Corporation, took considerable pains in setting forth the
facts as to his income for the year 1917 and in due course was advised
of an additional assessment of $173,579.72 upon dividends received by him
from a so-called “depletion distribution” of the corporation. The corpo
ration apparently had taken great pains in studying the revenue acts in
force at the time and in endeavoring to make its tax return and to segre
gate its dividends as between depletion and undivided profits. It is shown
that this corporation paid out dividends from March 1, 1913, to December
31, 1917, of $1,616,000.00 in excess of the net income for that period
after deduction for a depletion reserve had been made. It is also the
contention of the corporation that its depletion reserve deducted was a
considerably less amount than that ultimately allowed by the government
on March 2, 1920. From these and other admitted facts in the case it
would appear that the individual recipient of the dividend would have had
no reason to doubt the accuracy of his return and upon receiving notice
of the additional assessment he quite naturally resorted to the court for
relief.
In ruling that a taxpayer must maintain such accounting records as
will enable him to make a return of his true income the commissioner
undoubtedly is aware that the source of information drawn upon by most
taxpayers is their bank-books and cheque-books and accepts these as
proper accounting records within limits. He must also be aware that
ordinarily a taxpayer’s first intimation that a dividend has been made
subject to his demand without qualification is upon receipt of the divi
dend, and his tax return is accepted as reflecting his true income when he
returns the dividend in the year when it is received even though the
cheque may be dated the last day of the preceding year. It seems ques
tionable to assume that a dividend was subject to the demand of a stock
holder when the funds were placed in the bank for the purpose of paying
a dividend. It seems equally questionable that the funds are subject to
his demand without qualification before the taxpayer receives the cheque.
With this in mind we seriously question the accuracy of the answer
to problem 13 in E. E. Rossmore’s Federal Income Tax Problems. We
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are not unmindful of the regulation defining constructive cash receipts,
but we cannot believe that this applies to funds set aside to pay a divi
dend nor to cases where the cheque is drawn late in one year and received
early in the next. If this technical interpretation were accepted one can
conceive of the maze in which the ordinary taxpayer, having little knowl
edge of accounting methods, would be involved were he to endeavor to
segregate his income by the years in which someone else made his income
unqualifiedly subject to his demand. When the uncertainties are con
sidered as to the ultimate decision that may be handed down by some
court as to the question in which year the corporation really made the
dividend subject to the stockholder’s demand the taxpayer must naturally
throw up his hands and give up the problem as too great for any but
those gifted with prophetic intuition. We believe no congress intended to
work such a hardship upon anyone and we believe that if a taxpayer
returns dividends as taxable income in the year when they were received,
regardless of the date of the dividend cheque, he will be deemed to have
made a return of his true income.
We note that Judge Mack, in the decision embodied in treasury decision
3428, dismisses as a mere bookkeeping technicality the customary closing
or rest period when the profits and losses are computed and the gains are
accumulated or "heaped up.” His decision would indicate that every trans
action during a fiscal period is a process of accumulation. He does not
seem to have taken into account that this rest period is a custom so
ancient that it should be recognized as are other ancient customs of barter
and trade; that gains are more or less vague and cannot be accurately
visualized or realized in the mass of transactions from which they arise
until the period arrives when the books are closed and the gains accumu
lated in the surplus or undivided profits account.
TREASURY RULING
(T. D. 3428—January 16, 1923)
Income tax—Revenue act of 1916, as amended—Decision of court.
District Court

of the

United States, Southern District of New York.

Archibald Douglas, George Notman, and Edmund Coffin, as executors of
the estate of James Douglas, deceased, plaintiffs, v. William H.
Edwards, collector of internal revenue for the second district of New
York, defendant.
[December 18, 1922.]
memorandum opinion.

circuit judge: This suit is brought by the executors of James
Douglas, deceased, to recover the sum of $173,579.72, assessed as income
tax against funds received by the decedent as part of so-called “depletion
distributions” made by the Phelps Dodge Corporation to its shareholders
in September and December, 1917. It is the contention of the plaintiffs
that these distributions were not dividends in the ordinary course of the
business, but were liquidating dividends specifically made from a depletion
reserve set up by the corporation under the direction of, and in accordance
with, the regulations of the treasury department, and therefore consti
tuted return of capital to its stockholders. The solicitor for the commis
sioner of internal revenue rejected this contention on the ground that
under section 31 (b) of the revenue act of 1916, added by section 1211 of
the act of October 3, 1917, a corporation could not declare a dividend out
of profits earned prior to March 1, 1913, or from a depletion reserve—and
Mack,
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thereby enable the recipients to escape the tax thereon—at a time when
the company had earnings in its surplus fund which accrued to it on or
after March 1, 1913, from which the dividend or dividends could have
been paid, in any event not without a reduction of its capital stock.
Plaintiff’s exhibit D, which is annexed hereto as schedule I, gives
a summary of the changes in the financial condition of the Phelps Dodge
Corporation during the period of 1912-1917.
It appears therefrom that on March 1, 1913, the Phelps Dodge Cor
poration had net assets aggregating $153,275,606.69; it had capital stock
outstanding of a par value of $45,000,000 and surplus of $108,275,606.69,
of which it is agreed $45,000,000 represented a paid-in surplus, leaving
an earned surplus of $63,275,606.69.
The dividends distributed to the stockholders in 1913 exceeded the
net profits of the corporation for that year by $1,051,883.14; in 1914, by
$2,653,541.90; and in 1915, by $3,376,476.11. In 1916, however, the net
profits exceeded the dividends by $3,125,621.67, and in 1917 the net profits
exceeded the dividends, including the so-called depletion dividends, by
$2,342,487.06.
It is the contention of the plaintiffs that the directors in each of
these years believed they were paying dividends out of the company’s net
income inasmuch as the depletion was taken on the books of the company
at a considerably less amount than that ultimately allowed by the govern
ment on March 2, 1920. Plaintiffs also point out that the total distribu
tions to the stockholders during the years 1913 to 1917 exceeded the net
income for those years on the basis of the depletion reserves allowed by
the government by $1,616,000.
The dividends or distributions declared on September 13, 1917, and
December 13, 1917, and payable on the 28th of these months, purported
to be made from a depletion account. The resolutions authorizing the
September distribution read as follows:
Whereas this company in accordance with the income-tax section of
the tariff act of 1913 and with the income-tax law of September 8, 1916,
has yearly, in computing its income, deducted therefrom a reasonable
allowance for depletion of its mines, based upon the fair market value
thereof as of March 1, 1913; and
Whereas the income-tax law and the rulings of the department of
internal revenue provide for a separation of said deductions from income
and provide further that payments to stockholders from said depletion
account will be a return of capital invested, and are not subject to income
tax in the hands of the shareholders:
Therefore resolved, That this company distribute among its stock
holders from said depletion account three dollars a share, to be paid on
September 28, 1917, to stockholders of record on September 24, 1917, the
total amount so paid to be deducted from said depletion account.
The December resolution was identical in form.
These depletion dividends, when declared, were credited on the books
of the corporation to a new account which was opened, entitled “Distri
bution from reserve for depletion,” and when the dividends were paid,
the cash account was credited and the account entitled “distribution from
reserve for depletion” was debited. Although the corporation had at the
time two depletion accounts, one called the “depletion reserve” and the
other “ore reserve,” neither the regular “depletion reserve” account nor
the “ore reserve” account was charged with the amount of the depletion
dividends; no part thereof was deducted from either of these accounts
upon the books of the company, and the invested capital of the corporation
was not reduced in the excess-tax return filed by it, by the amount of
any depletion dividends declared and paid in 1917; naturally no reduction
in the capital stock of the corporation was thereby effected.
The so-called depletion dividend of September amounted to $1,350,000,
and the plaintiffs’ testator, Dr. James Douglas, received in respect of the
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41,050 shares of the capital stock of the corporation held by him $123,150.
The December dividend amounted to $2,250,000, and Doctor Douglas
received $205,250.
Doctor Douglas, in his 1917 income-tax return, included in his taxable
income all dividends received from the corporation except the two deple
tion dividends, with reference to which he inserted the following note:
Note.—In addition to the monies received during the year 1917 as
reported in the foregoing individual income-tax return for 1917, I have
received the following amounts:
1917.
Sept. 28—Rec’d as a stockholder from the Phelps Dodge Cor
poration, 99 John St., New York, N. Y., a dis
tribution from reserve from depletion .............. $123,150.00
Dec. 28—Ditto ...........................................................................
205,250.00
Total ......................................................................... $328,400.00
(1) Plaintiffs, pointing out that the total earnings of the company
from March 1, 1913, to December 31, 1917, were $50,183,207.58; that the
distributions made during the same period were $51,750,000, leaving an
excess of distributions over earnings of $1,616,000, contend that in no
circumstances can Doctor Douglas’ share of $1,616,000 of the amount dis
tributed as depletion dividends in 1917 be regarded as taxable income
accruing subsequent to March 1, 1913. The contention, when analyzed,
however, is clearly untenable. Although the directors may have dis
tributed in dividends in 1913, 1914, and 1915 sums in excess of the net
earnings for those years, the earned surplus accumulated by the corpora
tion readily enabled them to do so. Under the income-tax act of 1913
even these excess distributions from earnings accumulated prior to March
1, 1913, were subject to tax—Lynch v. Hornby (247 U. S. 339). The
law was changed in 1916 and dividends from surplus accumulated prior
to March 1, 1913, were exempted from tax. Consequently, if in 1916 and
1917 the corporation had distributed as dividends sums in excess of their
net earnings in those years, such excess would have been exempt. But,
as has been indicated, the net earnings in both 1916 and 1917 exceeded all
the distributions made in those years.
Inasmuch as the net income for 1913 to 1915 was less than the divi
dends of those years, the excess must have been paid from the surplus
on hand March 1, 1913. It was, therefore, part of the dividends of these
years and not the dividends of 1916 and 1917 that came from this surplus.
It follows that before December 31, 1915, there had been expended in
dividends during 1913, 1914, and 1915, the entire net earnings for those
years and, in addition thereto, a part of the surplus accumulated prior to
March 1, 1913.
If the dividends paid in the year 1916 are to be charged against the
surplus theretofore accumulated and not against the current earnings of
that year, the entire net earnings of that year, $17,750,621.67, would form
part of the surplus as of December 31, 1916, an amount more than sufficient
to pay both the dividend and depletion distributions made in 1917.
If, however, the dividends of 1916 are properly chargeable to the cur
rent net earnings of that year, then only $3,125,621.67 of the surplus as of
December 31, 1916, would have come from the net earnings of 1916 or of
the period subsequent to February 28, 1913. In that case, if the dividends
paid in 1917 are not properly chargeable against the net earnings of that
year, the ordinary dividends of 1917, paid prior to the depletion distribu
tions, would more than have exhausted this $3,125,621.67, and in that
event plaintiffs’ contention that the depletion distribution necessarily came
from surplus accumulated prior to March 1, 1913, would be sound.
(2) It is necessary, therefore, to consider next the interpretation of
the act in question. And as to that (a) whether ordinary dividends are to
be deemed payable only out of accumulated profits and surplus as shown
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by the last bookkeeping determination, or also, and in the first instance,
either in whole or in part out of current net earnings of the year in which
they are paid, regardless of whether at the time of payment it shall have
been actually and finally determined by inventory and balancing of books
that sufficient net profits therefor have been earned; (b) even if ordinary
dividends are chargeable first to current undetermined net earnings,
whether depletion distributions, unlike such ordinary dividends, may never
theless be paid out of a depletion reserve or out of surplus earned prior
to March 1, 1913, as capital distributions, without reduction of the capital
stock.
(a) Section 31 of the revenue act of 1916, as supplemented by the
revenue act of 1917, reads as follows:
Sec. 31. (a) That the term “dividends” as used in this title shall be
held to mean any distribution made or ordered to be made by a corporation,
joint-stock company, association, or insurance company, out of its earnings
or profits accrued since March first, nineteen hundred and thirteen, and
payable to its shareholders, whether in cash or in stock of the corporation,
joint-stock company, association, or insurance company, which stock divi
dend shall be considered income, to the amount of the earnings or profits
so distributed.
(b) “Any distribution” made to the shareholders or members of a
corporation, joint-stock company, or association, or insurance company, in
the year nineteen hundred and seventeen, or subsequent tax years, shall
be deemed to have been made from the most recently accumulated undi
vided profits or surplus, and shall constitute a part of the annual income
of the distributee for the year in which received, and shall be taxed to
the distributee at the rates prescribed by law for the years in which such
profits or surplus were accumulated by the corporation, joint-stock com
pany, association, or insurance company, but nothing herein shall be con
strued as taxing any earnings or profits accrued prior to March first,
nineteen hundred and thirteen, but such earnings or profits may be dis
tributed in stock dividends or otherwise, exempt from the tax, after the
distribution of earnings and profits accrued since March first, nineteen
hundred and thirteen, has been made. This subdivision shall not apply to
any distribution made prior to August sixth, nineteen hundred and seven
teen, out of earnings or profits accrued prior to March first, nineteen
hundred and thirteen.
It seems to me that the congressional intent is clear. Distributions to
shareholders are to be regarded as made from current earnings and the
most recently accumulated surplus. Congress, in my judgment, did not
intend to lay down a narrow rule to be whittled away by technical defini
tions of the terms surplus, undivided profits, dividends, and distributions.
Nor did it intend to recite a mere prima facie rule which could be
arbitrarily set aside by the form of the bookkeeping entries. It is to be
assumed that congress desired that, so far as possible, the tax should be
regulated by the substance of things and not their form, and that taxation
should not fall more lightly upon one man than upon another because of
ingenuity in bookkeeping methods.
If plaintiffs’ contention that “the most recently accumulated undivided
profits or surplus” is necessarily limited to such profits and surplus as are
definitely ascertained by closing the books, gross inequality might result
dependent upon the number of times in a fiscal year that the books are
closed. Furthermore, if the contention were sound not merely as a con
struction of the act but—and plaintiffs so urge—as the proper relation of
dividend distributions to earnings from the standpoint of sound accounting
principles and usual business practice, it would be applicable also to the
1916 dividends. The result, as heretofore stated, would be that the entire
large earnings of 1916 would be applicable to the 1917 distributions, both
ordinary and depletion. True, in that case, there would be a recovery
because the tax would have been assessable at 1916 instead of 1917 rates.
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The practice, however, of this very corporation and of the deceased
stockholder indicates what in my judgment, is the sounder view. The
company, in its annual report, while stating that the earliest dividends,
paid in March, 1917, were paid out of profits accrued during the year 1916,
declared that the regular ordinary and extra dividends—these do not
include the depletion distributions—paid in June, September, and December,
1917, were paid out of earnings for the year 1917. And Dr. Douglas, as
heretofore stated, so returned them in his income-tax report for the year
1917.
Though the books were not balanced and net profits carried into the
undivided profits and surplus account at the time of the payment of any
of these dividends, it was obvious—as it ordinarily would be—that large
current profits were being made and distributed from time to time through
out 1917.
In my judgment, congress did not intend, and there is nothing in the
legislative history of the enactment of section 31 (b) reasonably considered
that would indicate that congress intended, to use the terms undivided
profits or surplus in a strict technical sense which would exclude from
their embrace current profits. If congress had so intended, it would have
resulted in nearly all corporate dividends declared in the war year 1917
being taxed at the lower rates prescribed for 1916 or not being taxed at all.
Subsequent legislation indicates not a change but a clarification of that
legislative intent section 201 (b) of the revenue act of 1918 provided—
Any distribution shall be deemed to have been made from earnings or
profits unless all earnings and profits have first been distributed.
And the same numbered section of the revenue act of 1921 is expres
sive of the same intent—
For the purposes of this act every distribution is made out of earnings or
profits, and from the most recently accumulated earnings or profits, to the
extent of such earnings or profit accumulated since February 28, 1913;
but any earnings or profits accumulated or increased in value of property
accrued prior to March 1, 1913, may be distributed exempt from the tax,
after the earnings and profits accumulated since February 28, 1913, have
been distributed. If any such tax-free distribution has been made, the
distributee shall not be allowed as a deduction from gross income any loss
sustained from the sale or other disposition of his stock or shares, unless,
and then only to the extent that, the basis provided in section 202 exceeds
the sum of (1) the amount realized from the sale or other disposition of
such stock or shares, and (2) the aggregate amount of such distributions
received by him thereon.
That undivided profits as used in section 31 (b) was intended to
include current profits earned during the current year, was certainly the
contemporaneous construction placed upon it not only by Dr. Douglas but
by taxpayers generally. Furthermore, article 107 of treasury regulations
No. 33 (revised) provided—
Any distribution made to shareholders in the year 1917 or subsequent
years (except any distribution of dividends made prior to August 6, 1917,
out of earnings or profits accrued prior to March 1, 1913) shall be deemed
to have been made from the most recently accumulated undivided surplus
or profits, and shall constitute income of the distributee for the year in
which received, and shall be taxed to such distributee at the rates pre
scribed by law for the years in which such surplus or profits were earned
by the distributing corporation.
Thus, if a corporation distributed dividends in 1917, such dividends
will be deemed to have been paid from the earnings of 1917, and the
recipient, if an individual, will be liable to additional tax, if any, and if a
corporation, to income tax, at the rates for the year 1917, unless it is shown
to the satisfaction of the commissioner of internal revenue that at the
time such dividends were paid the earnings up to that time were not suf
ficient to cover the distribution, in which case the excess over the earnings
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of the taxable year will be deemed to have been paid from the most
recently accumulated surplus of prior years and will be taxed at the rate
or rates for the year or years in which earned.
A corporation declaring and paying dividends out of a surplus or
earnings accumulated over a period of years should make a record in its
books of the amount of dividends paid out of each year’s undistributed
surplus or profits and advise the stockholders accordingly, in order that
the dividends received by them may be taxed at the respective rates
prevailing during the years in which the surplus or profits so distributed
were earned. * * *
The commissioner of internal revenue was not satisfied that at the
time these so-called depletion dividends were paid the earnings up to that
time were not sufficient to cover such distribution. The audit of the 1917
books indeed proves that the net earnings of 1917 were more than sufficient
to pay all the distributions made, and there is nothing to indicate that a
pro rata apportionment thereof is not in accordance with the facts. Under
such apportionment the net earnings were sufficient at the respective times
for all of the distributions.
(b) Depletion distributions without reduction of capital stock are not
to be differentiated in the matters here under consideration from ordinary
dividends. Depletion reserves are a mere bookkeeping account. The dis
tribution comes from the general assets of the company; it results in a
reduction thereof. If a similar reduction were made in the capital-stock
liability by some method permissible under the laws of the state of its
creation, a different situation might be presented. But this was not done
in the instant case. Calling the distribution of corporate assets a distri
bution of depletion reserve does not make it a payment of capital instead
of income when there are net earnings or accumulated surplus sufficient
to meet it. And, in my judgment, the act is correctly interpreted in
paragraph 26 of regulations No. 33 of the treasury, issued thereunder in
January, 1918, reading as follows:
Dividend from depletion reserve.—A reserve set up out of gross
receipts and maintained by a corporation for the purpose of making good
any loss or wasting of capital assets on account of depletion is not to be
considered a part of the earned surplus of the company but a reserve for
the return or liquidation of capital. A dividend paid from such reserve
will be considered a liquidating dividend and will not constitute taxable
income to the stockholder except to the extent that the amount so received
is in excess of the capital actually invested by the stockholder in the shares
of stock held by him, and with respect to which the distribution was made.
No dividend will, however, be deemed to have been paid from such reserve
except to the extent that such dividend exceeds the surplus and undivided
profits of the corporation at the time of such payment, and unless the
books, records, published statements, etc., of the corporation clearly indi
cate a corresponding reduction of capital assets resulting from such
payment.
Inasmuch as the net earnings for 1917 were at the time of these dis
tributions, as heretofore stated, more than sufficient to meet them, the claim
for refund was properly rejected. A verdict for defendant will therefore
be directed.
Since this opinion was prepared, my attention has been called by the
defendant’s counsel to the opinion of Judge Cooper in Harder v. Irwin,
not yet reported, an opinion in which I entirely concur.
David A. Allen, Virgil E. Bennett and Richard H. Mohler announce
the formation of a partnership under the firm name of Allen, Bennett &
Mohler, with offices in the Union Arcade building, Pittsburgh, Penn
sylvania.
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AMERICAN INSTITUTE OF ACCOUNTANTS
Examination in Auditing

November 16, 1922, 9 A. M. to 12.30 P. M.
Answer all questions
No. 1 (10 points):
Define and state the scope of a
(a) Balance-sheet audit,
(b) Complete audit,
(c) Continuous audit,
(d) Special examination.
Answer:
(a) The scope of the balance-sheet audit is thus outlined by Mr.
Montgomery:
“The auditor must ascertain—
“(1) That all of the assets shown by the books as having been on
hand at a certain date were actually on hand.
“(2) Whether any other assets, not on the books, should have been
on hand.
“(3) That the liabilities shown by the books as owing at a certain
date were actual liabilities.
“(4) Whether or not all liabilities were in fact shown by the books.
“(5) Whether or not the liabilities shown were properly incurred.
“(6) That the surplus and the income accounts are properly stated.”
In the balance-sheet audit the verification of these facts is accom
plished without any considerable routine checking of vouchers,
footings and postings.
(b) A detailed audit involves the verification of assets and liabilities at
the end of the period, the same as the balance-sheet audit. In
addition, it involves the verification of the record of the trans
actions for the period. This verification requires complete or test
(1) Comparisons of vouchers with original entries,
(2) Proof of footings of books of original entry,
(3) Proof of postings.
The detailed audit differs from the balance-sheet audit, therefore, in
that the former includes a great deal of routine verification of the
bookkeeping records of the period.
A completed audit is a detailed audit which is not begun until after
the close of the accounting period. The completed audit is to be
distinguished from the continuous audit.
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(c) A continuous audit is a detailed audit which is performed in instal
ments and at intervals during the accounting period and shortly
after its close. It has two principal advantages over the completed
audit: errors are discovered and corrected more promptly, and the
auditor’s work is spread out over the year instead of being concen
trated into a short period following the close of the year.
(d) Special examinations or investigations are undertaken to obtain certain
specified information desired by the client. Mr. Montgomery
classifies investigations as follows:
“(1) Upon the sale or purchase of a business.
“(2) To ascertain information required by:
(a) Creditors, prospective creditors, or stockholders.
(b) Parties to litigation or disputes.
“(3) Investigation of suspected fraud.”
No. 2 (10 points) :
Give, without figures, the form of profit-and-loss statement for a
mercantile corporation as suggested by the federal reserve board.
Answer:
COMPARATIVE STATEMENT OF PROFIT AND LOSS
FOR THREE YEARS ENDED...................................... 19..

19..
Gross sales......................................................... $.....
Less outward freight, allowances, and returns..............
Net sales ................................................................

Inventory beginning of year.........................................
Purchases, net ..............................................................

Year ended
19..
19..

$......

$......

........................ ...........................

.

•

.............

..............

—

—

.............

..............

Less inventory end of year...........................................

Cost of sales ...........................................................
Gross profit on sales.............................................

Selling expenses (itemized to correspond with
ledger accounts kept) ......................

Total selling expense.............................................
General expenses (itemized to correspond with
ledger accounts kept) ......................

...........................

........................ ...........................

........................ ...........................

........................ ...........................

........................ ...........................

Total general expense ...........................................
_______
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Administrative expenses (itemized to corre
spond with ledger accounts kept) ....

19..

Year ended
19..

19..

Total administrative expense....................
Total expenses ...........................................
Net profit on sales ....................................
Other income:
Income from investments ..................
Interest on notes receivable, etc........

Gross income ............................................
Deductions from income:
Interest on bonded debt ....................
Interest on notes payable ..................

Total deductions .........................
Net income—profit and loss...........................................
Add special credits to profit and loss...........................
Deduct special charges to profit and loss....................
Profit and loss for period .......................
Surplus beginning of period ...........................

Dividends paid....................................................................................................

Surplus ending of period..............................................

.........

.........

No. 3 (10 points) :
Give, without figures, the form of an income and expense statement of
a stock-broker showing titles of accounts you would expect to find.
Answer:
name of broker
INCOME AND EXPENSE STATEMENT

Period covered
Commissions .................
Deduct selling and general expenses of main and
branch offices:
Rent......................................................................
Salaries ................................................................
Advertising ...........................................................
Ticker service .....................................................
Provision for depreciation on office furniture...
Provision for bad debts......................................
Miscellaneous ......................................................
Net income from operation .......................................
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$...........
$...........
$...........
$............

$
$
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Add interest on customers’ accounts......................... $...........
Interest on notes receivable ................................ $...........
Interest on bonds held as investments............... $...........
Dividends on stocks held as investments .......... $...........

$...........

Total ............................................................................
Deduct interest paid....................................................

$.
$

Net income from all sources ....................................

$

No. 4 (10 points) :
Define and give examples of
(a) Tangible assets,
(b) Intangible assets,
(c) Fixed assets,
(d) Current assets.
Answer:
(a) Tangible means touchable or having bodily substance. Hence,
strictly defined, tangible assets are those whose value is dependent upon
their physical properties, as land, buildings, merchandise and machinery.
(b) Intangible assets are those which have no physical existence but
whose value resides in the rights which they confer upon their owners, as
patents and franchises.
This strict definition is usually not adhered to in practice, as accounts
and notes receivable are usually considered tangible assets although from
the standpoint of the strict definition they are intangible. In common
parlance, intangible assets include only those properties, such as franchises
and goodwill, which entitle their owners to benefits which have no definite,
realizable valuation.
(c) Fixed assets are properties of a permanent nature intended for
use in the business and not intended for sale, as buildings, machinery,
furniture and fixtures and delivery equipment.
(d) Current assets include cash and all other properties which in the
near future will be converted into cash through the normal operations of
the business, as merchandise, accounts receivable and notes receivable.

No. 5 (10 points) :
In auditing the annual statement of the town of X you find all the
following items of receipts stated under the general head of “Revenues.”
1. Taxes received.
2. Loan from the national bank of X.
3. Dog licences.
4. Municipal court fines.
5. Bequest from the estate of A to establish a town library.
6. Street assessments collected from owners of abutting property.
7. Permits for parades.
8. Sale of worn-out equipment.
9. Transfer of balance from street-opening to street-cleaning fund.
10. Deposit by B to cover cost of extra sewer connection.
11. Interest on bank deposits.
12. Donation from C toward street repairs.
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Annual payment under franchise by X Street Railway Company.
Fees from town clerk turned in.
Rent of city dock to steamboat company.
Assessments on members of police force for pension fund.
Received from B balance of cost of extra sewer connection (see 10).
News-stand privilege in town hall.
Proceeds of paving bonds sold at 110.
State grant for up-keep of portion of state highway included within
the town limits.
Re-state the above items to show the true revenue of the town, with
titles of proper accounts to be credited, and indicate how the other items
should be shown or treated.
Answer:
Classification
Account credited
Item
Revenue receipts:
1
Taxes receivable
Taxes
Revenue from licences
3
Dog licences
Revenue from fines
4
Municipal court fines
Miscellaneous revenue
7
Permits for parades
Miscellaneous revenue
Interest on bank deposits
11
Miscellaneous revenue
Donation toward street repairs
12
Revenue from franchises
13
Street railway franchise
Revenue from fees
14
Town clerk fees
Revenue from rentals
15
Rental city dock
Miscellaneous revenue
18
News-stand privilege
State grant
State grant for highway upkeep
20
Special revenue
5
Bequest for library
Total revenue
Non-revenue receipts:
2
Loan
Current loans
6
Assessments receivable
Assessments for street
8
Sale of equipment
Capital-fund surplus
10-17
Reimbursable expenditures
Extra sewer connection
Pension-fund reserve
16
Pension fund assessments

13.
14.
15.
16.
17.
18.
19.
20.

19

Bond fund
Premium on bonds

Paving bonds

Item 9 being simply a transfer between funds should be omitted except
in statements of the separate funds.
No. 6 (10 points) :
State in detail the proper method of verifying securities owned which
are carried as quick assets.
Answer:
List the securities on hand, requiring that all be submitted at one time.
Obtain confirmations from creditors for any securities held by them as
collateral. See that the dividend and interest accounts have been credited
with all the income which should have been collected during the period.
See that no bond coupons have been detached before their maturity. Value
the securities at cost or market, whichever is lower.
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No. 7 (10 points) :
In the audit of the books and accounts of the U. S. Corporation for
the fiscal year ending June 30, 1922, you find that the cashbook consists of
a loose-leaf record, typewritten in duplicate. The original sheets which
comprise the treasurer’s records are given to you for purposes of the
audit. The duplicate payment sheets go to the accounts-payable department
and the duplicate receivable sheets to the accounts-receivable department.
State specifically how you would ascertain in your verification of cash
that these cash records were real.
Answer:
The peculiar nature of the cashbook would not affect the routine work
of tracing receipts into bank by comparing daily receipts and daily deposits,
nor the routine work of checking canceled cheques against the cash payment
book, nor the routine work of proving footings.
The special point involved is the danger that the original sheet con
taining debits to cash may not agree with the carbon sheet containing
credits to accounts receivable, and that the original sheet containing credits
to cash may not agree with the carbon sheet containing debits to accounts
payable. Hence it is advisable to take some special precaution to see that
they do agree; otherwise accounts receivable might be credited although
cash was not debited, or cash might be credited falsely when no creditor’s
account was debited.
The original and carbon sheets might be checked against each other
but this would probably require unnecessary work. It would probably be
sufficient to add the original cash sheets, compare the totals with the totals
of the carbon sheets and prove the postings to accounts receivable and
accounts payable by checking from the originals instead of from the
duplicates.

No. 8 (10 points) :
The A. B. Land Co. buys a tract of land and makes improvements
thereon (streets, sidewalks, water and sewer connections, etc.) at a total
cost of $50,000, its entire capital. To keep the property restricted it does
not sell its lots but disposes of them all in its first year on ninety-nine-year
leases for flat sums aggregating $100,000, and a nominal rental of $10 a
year per lot to cover water and other service. Current expenses just
consumed the nominal rentals for the first year. Then the company declares
a dividend to its stockholders of $90,000, and its balance-sheet at the close
of the first year shows
Liabilities
Assets
$50,000
Land and improvements.. $50,000
Capital stock
10,000
10,000
Cash ........... .....................
Surplus ....
$60,000

$60,000

Is this correct accounting procedure or not? Give reasons.
Answer:
A lease, even for ninety-nine years, is not a sale. The company would
be justified, therefore, in deferring the income over ninety-nine years,
distributing each year a portion of the $100,000 payment together with the
interest earned on the money withheld. From the tax standpoint this
would perhaps be an advisable thing to do.
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But in my opinion the company is not obliged to make any such dis
tribution of the income. I should say that the procedure followed is
correct accounting because it is in accordance with what the stockholders
wanted to do and what I believe the law gives them a right to do. The
case is somewhat analogous to cases of corporations operating mines or
other wasting assets. It is well understood that proceeds of sales in such
companies are in part profits and in part a return of capital. But dividends
may legally exceed the profit element and include the capital element. If
this were not allowed the company would be forced to retain funds equal
to the capital element, so that when the mine was exhausted the company
would have a fund equal to the cost of the mine. If the company did not
care to operate a new mine it would return this capital element to its
stockholders in a lump sum. But meanwhile it has been acting as banker
for all its stockholders, withholding money which could not be used in the
business. Hence, when creditors’ rights are not interfered with, the law
allows the payment of dividends in excess of the profits.
Essentially, the condition is the same here. Either the company dis
tributes the cash at once (as it did) or it holds it without any use for it
and earns what it can in the way of interest. This is not the corporation’s
function, and I see no reason why the original capital and the profits need
be tied up.
There are at the present time no creditors whose rights could be
jeopardized; but apparently the company is liable for the payment of water
and other service charges. Hence future creditors should be safeguarded.
The lessees pay $10 a year to cover these charges, but this payment may
be inadequate. The retention of $10,000 cash appears to be an intentional
provision for the safeguarding of future creditors and is all that needs
to be done to make the distribution of the $90,000 dividend right and proper.
The balance-sheet ought to show that the property is tied up by the
lease.
No. 9 (10 points) :
On December 31, 1921, Mr. A was living with his wife and two chil
dren under 18; his net income for 1921 was $6,000. Mr. B was divorced
from his wife in November, 1921, but he still maintained his home and
supported his two children there, both under 18; his net income was $2,800.
Mr. C was living with his wife and one child at home, and had another
child away at a boarding-school, both children under 18. His net income
was $3,000.
State the amounts of credits for personal and dependent exemption to
which A, B and C respectively are entitled in their income-tax returns.
Answer:
A—Married and living with wife:
Personal exemption—on income in excess of $5,000... $2,000
Dependents—two children, each $400 ...........................
800

Total ...............................................................................
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B—Head of a family:
Personal exemption—on income less than $5,000 .......
Dependents—two children, each $400 ...........................

$2,500
800

Total ................................................................................

$3,300

C—Head of a family:
Personal exemption—on income less than $5,000 .........
Dependents—two children, each $400 ...........................

$2,500
800

Total ...............................................................................

$3,300

No. 10 (10 points) :
A purchased property in 1910 at a cost of $10,000. Its fair market
value on March 31, 1913, was $3,000. He sold it in 1921 for $5,000.
What amount, if any, of gain or loss should A return for income tax?
Give reason.
Answer:

There is neither a gain nor a loss for tax purposes. While there is a
real loss of $5,000 (the difference between $10,000 cost and $5,000 selling
price), the fact that the fair market value on March 1, 1913, was only
$3,000 indicates that all the loss accrued prior to that date.

California State Board of Accountancy
Governor William D. Stephens of California before retiring from
office reappointed John F. Forbes, B. W. Bours and Reynold E. Blight
as members of the California state board of accountancy and appointed
H. Ivor Thomas of Los Angeles for the unexpired term of Prentiss
Maslin, deceased. These appointees with William Dolge constitute the
California state board of accountancy. All are members of the American
Institute of Accountants.

Lingley, Baird & Dixon, New York, announce that James Addison
has been admitted to partnership and that hereafter the firm name will
be Lingley, Baird, Addison & Dixon.

Mattison & Davey announce the opening of offices in conjunction with
Edward H. Batson in the Southern building, Fifteenth and H streets, N. W.,
Washington, D. C.

It is announced that the name of the Franklin Audit Company, New
York, has been changed to William Franzblau & Company.
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AUDIT WORKING PAPERS—THEIR PREPARATION AND CON
TENT, by J. Hugh Jackson. American Institute of Accountants
Foundation.
Audit Working Papers, which is presented in a single volume, must be
classed as one of the noteworthy contributions to accounting literature and
it can be safely said that it covers a field heretofore only lightly touched.
Here is a book that should and will undoubtedly serve as a guide to
the accountancy student, be he in a classroom or in the office of a firm of
public accountants. It will prove to be a valuable aid in helping to make
clear the complexities that confront a junior or semi-senior accountant,
breaking into the ranks of senior assistant, in the preparation of orderly
working papers. It will undoubtedly also be of great assistance to those
who are engaged in the work of training students for future places of
prominence in the profession. As one digests the material so ably pre
sented, the thought occurs that Mr. Jackson’s book would have greatly
helped the practising accountants of today at the time when they were
acquiring the groundwork of accountancy, had the book then been available.
As a matter of fact, a study of the text and particularly the accompanying
schedules is likely to cause many able and successful practising profes
sional accountants to recall many an engagement in which the audit working
papers did not approach the high standard set by the author. The work
is an academic one, but the author does not lose sight of the fact that time
is an essential factor in practically all engagements and the book clearly
demonstrates the practical side of the matter of preparing working papers.
The book is much more than a mere treatise on working papers. In
its arrangement it is divided into three main sections:
(1) Text.
(2) Bibliography and index.
(3) Forms of working schedules.
The text, which extends to 167 pages, is most lucidly phrased and is
of a character that will make the study of it a pleasure. It takes up the
various titles of the balance-sheet in turn and describes their nature and
the character of the audit records to be prepared. It also contains some
special chapters of a more general character upon such topics as “indexing
and filing of working papers” and “miscellaneous working schedules.”
The bibliography is an important feature and is valuable, containing as
it does “a complete course of study on the general principles and procedure
of a balance-sheet audit,” as well as “a complete reading course on account
ing and kindred subjects.” It contains, incidentally, a very full list of
writings on no-par-value stock, at the present time a much discussed
subject.
The working schedules are contained in appendices A and B. In
appendix A there are set forth in detail the assumed figures of a hypo
thetical company which are presented in the form of photographic copies
of typical working papers, very legibly written in ink. The schedules are
illustrative of the working papers of an audit of an ordinary industrial
concern and are indexed and cross-indexed in a thorough manner, as
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described in the text of the book. Appendix B contains 22 schedules illus
trating alternative methods of preparing working schedules in addition to
those presented in appendix A.
Each of the schedules contains a concise description by the respective
assistants of the work performed in the verification of the items and, in
some cases, of the system employed by the company where it is pertinent
to the item under review; in many cases additional notations are made
thereon by the author. The necessity of appending appropriate descriptive
material by the assistant to the working schedules is emphasized in the
text of the book, and one cannot but feel that the principal, upon whom
would involve the reviewing of the working papers of this hypothetical
corporation, as presented by Mr. Jackson, would need to ask few, if any,
questions before being prepared to certify the accounts.
It might be said that the methods outlined comprise the ideal way of
presenting the results of an examination and, therefore, will not always
be duplicated by even the most conscientious accountant. On the other
hand, it may well be said that the training which the young accountant is
able to secure through the study of this work will result in many less
“superseded schedules” and a material saving of time in presenting the
completed work for review by the principal. We all know of the trial
working schedules that find their way into the superseded papers with the
waste of time entailed. After all, it is essential to inculcate certain
methodical habits into the mind of the aspiring accountant at the teaching
stage, and when once there are firmly ingrained in him sound principles
pf setting up the work performed, schedule by schedule as the items are
verified, in a clear, orderly and sequential manner, it will undoubtedly be
found that time will be saved both by the assistant and, what is more
valuable, by the principal reviewing the papers.
The book is too replete with useful information and well expressed
principles to permit of any extended quotations. The reviewer has, how
ever, taken the liberty of making certain extracts which have forcibly
impressed him:
On page 20 the following sentence appears:
“Standardization in accounting or auditing procedure as in other
well organized agencies, usually represents the best thought and
broadest experience in the organization where such methods are used,
and ordinarily no one individual could evolve practices as good as
those which have become standard usage.”
Another occurs on page 200:
“Good accounting is the servant of the business, and accounting
should never exist as ‘art for art’s sake.’ ”
Also at the foot of page 200 is found the following:
“Auditing is largely a matter of applying common sense to existing
business facts and conditions, and therefore the successful utilization
of absolutely standard forms of audit schedules is impossible.”
On page 59:
“No schedule should be drawn up until the person who is to
prepare it understands definitely what information is desired and until
he has determined in advance what purposes will be served by the
schedule which he is about to prepare.”
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The author states at the outset that his book, Audit Working Papers,
Their Preparation and Content, should be read in conjunction with the
federal reserve board bulletin, Approved Methods for the Preparation of
Balance-sheet Statements, for the reader to acquire most completely the
procedure of a balance-sheet audit. In the course of the work it is
naturally necessary to go into many of the principles underlying auditing
procedure and accounting practice and the author’s wide academic knowl
edge combined with the exceptional circumstances in which the book has
been prepared, namely, from a free access to the files of a very highly
organized and completely equipped accounting organization, has resulted
in the production of a work that is bound materially to help along the
movement of educational advancement of the profession.
It might be well to call attention to one or two matters contained in
the work, of themselves not of great importance, but which might be sub
ject to question. On page 30 under the caption of “Accounts Receivable
(less reserve for doubtful debts),” there is included, item 1, “Work in
Progress for Public”; it would seem that this item should have been
included under inventories, and should have been replaced by “Trade (or
customers’) Accounts Receivable.” Furthermore, the inclusion under
accounts receivable of “Directors’, Officers’ and Employes’ Balances” is
likely to be questioned, it being the opinion of the reviewer that these
accounts should preferably be set forth under a separate caption.
The phrasing of the paragraph beginning at the foot of page 35 and
continuing at the top of page 36 is believed by the reviewer to permit of a
possible misunderstanding of the views of the author, particularly by the
younger readers. By the coupling in one sentence of the possible discovery
of clerical errors and the detection of fraud or manipulation of the accounts,
an erroneous or misleading impression is liable to be gained by accountants
whose experience in making balance-sheet audits is limited. The last sen
tence of this paragraph reads as follows:
“Unless such errors are of comparative importance the auditor
will probably not alter the statements or accounts of the client.”
In a "book of this kind, which it is assumed is primarily intended for the
younger and less experienced accountant, it is doubtful whether the above
quoted sentence would serve a useful purpose. The inference might be
drawn that the detection of fraud by the auditor was a matter of minor
importance and also that where fraud had been uncovered by the auditor
no change was to be made by him in the accounts, even though a loss had
definitely been sustained, provided such loss did not bear a reasonable
ratio to the assets set forth.
These comments are not, however, intended to stress what is, after all,
a slight difference of opinion as to the proper wording of a single para
graph in an excellent work.
In conclusion the author and also the Institute are to be congratulated
and deserve the thanks of the profession for the production of a volume
which is destined to fill a long-felt want in the literature of accounting.
It will be read with interest by many accountants who are not in public
practice, and will surely become a necessary book of reference for public
accountants and an important text-book in the hands of students.
John B. Niven.
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WHY MANUFACTURERS LOSE MONEY, by Robert Grimshaw.
D. Van Nostrand Company, New York.

After reading Why Manufacturers Lose Money one is inclined to
wonder how manufacturers ever make any money at all. It amply explains
a statement put out by life-insurance companies many years ago that only
three out of a hundred business men in America retire with a competence.
Indirectly the book indicates what an almost infinite capacity for mastering
details is necessary to the successful business manager. Many readers have
marveled at Mark Twain’s lively description of what a good pilot had to
know (Life on the Mississippi), but the task of a manufacturer is not a
bit easier. The book is written in a concise and breezy style, and many
of the author’s comments and illustrations are pungent and witty. Improper
accounting methods, too lax or too complicated, have their place as an
important source of loss, special stress being laid on the folly of not
knowing the costs of doing business (pp. 61-69). A book worth reading
and inwardly digesting.
W. H. Lawton.

GRAPHIC CHARTS IN BUSINESS, by Allan C. Haskell, Codex
Book Company, New York. 250 pages.
Although Graphic Charts in Business is a new book, it can fairly be
regarded as an excellent condensation and revision of the author’s early
volume, How to Make and Use Graphic Charts. The latter contained over
500 pages and included a considerable amount of abstruse mathematics,
particularly with regard to the plotting of equations. In this present issue
an attempt has been made to deal only with those forms of graphic presen
tations which are useful in business. To users of these books, each has
one outstanding virtue, and that is the fact that it is a genuine text-book.
Not only are the various forms shown and the uses and limitations defined,
but the reader is told precisely how to construct the form and how to
employ it. After two introductory chapters the kinds of charts useful for
business are listed and illustrated and then the book proceeds to a thorough
study of each type. The chief argument of the book is its advocacy of
ratio, or semi-logarithmic, charts. General hints and cautions are given
and some attention is paid to the important topic of what facts it is
essential to investigate and present. Specific users of charts are then
discussed, among these being the accountant, advertising man, collection
manager, cost accountant, credit manager, general executive, personnel
director, purchasing agent, sales manager and production manager. The
author’s style is lucid and readable and the typography is excellent. The
few misprints which have been discovered are not sufficiently serious to
throw the reader far off the track. At the end of the book is a bibliog
raphy which seems to be complete, except for the names of the publishers,
but the Codex Book Co. undertakes to procure copies of any book at
current prices or to supply information as to any periodical. Mr. Haskell’s,
book is well indexed.
Harold Dudley Greeley.
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“Sinking-fund Method for Amortizing Franchises”
Editor, The Journal of Accountancy:
Sir: In some instances, at least, Mr. Wildman’s arguments in favor
of the straight-line method of amortizing the cost of franchises (set forth
in the article Sinking-fund Method for Amortizing Franchises in the
January Journal) are upset by the simple mathematics of the case.
A certain company paid $500,000.00 for a franchise running over a
period of eighty years. The plant which it purchased at the same time
was equipped for its entire functioning for the rest of its existence; gross
revenues and operating expenses, including depreciation, were practically
fixed amounts; and the utilizing of the rights comprehended by the fran
chise brought into the company net cash earnings of practically the steady
annual sum of $50,000.00 throughout its life. It could have paid dividends
of $50,000.00 a year except for the necessity of making good the capital
invested in franchise by the date of its termination.
If it should provide for amortization by the straight-line method it
would write off $6,250.00 a year, leaving only $43,750.00 available for
dividends. Mr. Wildman’s article implies that the question of replacing
capital invested in the franchise is separate and distinct from arriving at
figures which will measure the amount of amortization applicable to the
franchise from time to time. Nevertheless, $6,250.00 is not only a figure
in the reserve but it is also an amount of cash on hand to be invested,
and, as these annual amounts set aside accumulate, the earnings derived
from their investment increase. What disposition is to be made of these
earnings? They must either (a) be retained by the company and thus go
to swell the amount intended for the replacement of capital invested in
the franchise or (b) be paid out in dividends together with the amount
derived from operations.
If the company should allow these earnings to remain undistributed
and should confine its dividends to the $43,750.00 net annual earnings, it
would find as a result of interest accretions at the termination of the
franchise that instead of having $500,000.00 on hand with which to replace
the capital invested in the franchise it would have on hand, assuming that
the funds not needed in the operation of the business can earn 6 per cent.
when invested, the sum of $10,916,250.00.
If the company pays in dividends its net earnings from operations
plus its interest on investments, while it will have available for dividends
in its first year $43,750.00 and in the second year $44,125.00, in its fiftyfirst year it will have available for dividends $43,750.00 plus $18,750.00,
the latter being 6 per cent. of $312,500.00, by that time set aside and
invested, and in its eightieth year its dividends for the same reason will
amount to $73,375.00. If the company should keep its books according to
the straight-line method of amortization and stockholders should dispose
of their stock, say, in its fiftieth year, on the basis of book values, it is
apparent that the purchasers would obtain a rare bargain.
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There is no argument for the straight-line method in such a case.
The proper sum to set aside out of each year’s operating earnings is such
an amount as with interest earnings will replace the capital invested in
the franchise at its termination. The amount in this particular case is
$286.27 a year.
It is not a problem in accounting subject to judgment; it is a problem
in mathematics. While the straight-line method might seem a simple
substitution, its use is as incorrect as to substitute simple division where
cube root is required.
This criticism is limited to a particular case, a case which was
actually dealt with by the writer, with one factor of variation, namely,
that the free cash available as a result of charges to earnings for amor
tization was in part to be invested in the company’s own bonds, the
interest saved by thus reducing indebtedness being equivalent to interest
earned on the part of funds invested outside the business.
Yours truly,
Pittsburgh, Pennsylvania, January 16, 1923.
L. P. Collins.

Editor, The Journal of Accountancy:
Sir: Your courtesy in sending me Mr. L. P. Collins’ criticism of
my article entitled Sinking-fund Method for Amortizing Franchises, which
appeared in the January number of The Journal of Accountancy, is
much appreciated. The subject is so highly technical and complicated that
emphatic assertion in favor of or against the sinking-fund method may
easily convince, unintentionally mislead and remain unchallenged except
after deep thought and consideration on the part of the reader. I am glad,
therefore, to contribute whatever I may in searching out the facts of a
controversial matter, both sides of which offhand may appear to have
merit. I shall attempt first to refute Mr. Collins’ argument against the
straight-line method and later show wherein the sinking-fund method
fails to accord proper treatment to the amortization of a franchise.
Mr. Collins, in the premise set forth in the second paragraph of his
criticism, narrows down the issue until it becomes a question as to the
disposition of the cash resulting from earnings ($50,000). Obviously, if
$6,250, being one-eightieth of the franchise cost ($500,000), is reserved,
there will be available for dividends only $43,750, and the amount corre
sponding to the reserve ($6,250) will remain in the cash. Now comes the
question of what to do with this cash. It may not be paid out as dividends.
It is not needed and may not be used for the extinguishment of liabilities
or put into additional property, because, according to the limitations
imposed in establishing the conditions on which the premise is based, there
can be neither other assets and liabilities nor further income and expense.
A further reason why this cash may not be utilized for any of these
purposes is that it is needed to maintain the capital intact. In other
words, $6,250 has passed from the asset value of the franchise to cash.
The replacement of capital invested in the franchise has been effected
through earnings. And please note that the capital has not for a moment
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become impaired. The asset in which it was invested has only changed
form.
If the company should allow the cash representing earnings to remain
undistributed and should confine its dividends to $43,750 per annum, the
cash invested annually at 6 per cent. with the interest accretions on the
accumulated sum would, at the end of eighty years, produce $10,916,250.
In other words, the company would thus build up a sinking fund, scien
tifically calculated and based on annual deposits of $6,250.
Without intending any discourtesy to Mr. Collins, may I suggest that
this procedure would be absurd? The sum to be amortized and the capital
to be kept intact is $500,000. If the company has in hand at the end of
eighty years $500,000 of assets representing the invested capital, every
purpose, logical, ethical or legal, will have been served. Hence the
question: “Why resort to a sinking fund, which calls for a compounding
of interest and building up an illogical surplus”?
If annual sums of $6,250 could be invested in securities to yield
6 per cent. per annum, the simple interest on the accumulated investment
from year to year would amount, in the course of eighty years, to
$1,185,000, or an average of $14,812.50 a year. There appears to be no
reason why this interest as earned from year to year should not be credited
to income and be paid out as dividends. In this way no part of the
principal invested in order to accumulate $500,000 at the end of eighty
years would be affected. The amounts of annual interest would increase
from year to year, and there would be a corresponding effect on the
amount disbursed as dividends. Taken over the whole period, the position
of stockholders, from a dividend point of view, would be very advan
tageous, since the increased dividends made possible by interest would
average $14,812.50 per annum, whereas the annual loss in earnings from
operations on account of the charge for amortization would be only $6,250.
Under the straight-line method there would be available for dividends
over the whole period and from all sources, $4,685,000 as against
$3,977,098.40 under the sinking-fund method.
In the event of a change in the ownership of the shares, all earnings,
either direct or through interest, having been paid out as dividends, it
appears that there would be no dispute as to the book value of the shares,
since there would be no surplus. It is not probable that either party
would expect to base the sale price on a value which would comprehend
the present worth of future earnings including interest. Otherwise, it is
not apparent where there would be any rare bargain, since substantially
all cash corresponding to surplus earnings and interest would have been
paid out currently in liquidation of dividends payable.
Having tried to dispose of Mr. Collins’ criticism of the straight-line
method by reducing his premise to an absurdity, I should like to consider
briefly one or two matters concerning the sinking-fund method, using Mr.
Collins’ facts and figures. The sinking-fund method is subtle and
intriguing. I confess to having been tempted astray by it on more than
one occasion, because it gives the appearance of releasing for dividends
annually all but a small amount of the earnings from operations. This
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small amount is that which is necessary to be, on the one hand, charged
against earnings and credited to reserve for amortization of franchise and,
on the other hand, taken out of general cash and deposited in the
sinking fund. The annual amount necessary to accumulate in eighty years
at 6 per cent. a sinking fund of $500,000 and create a reserve in equal
amount is $286.27.
At the end of one year the value of the franchise, based on its cost
and life, has decreased $6,250. If this loss in value is not met out of
earnings the capital which the asset represents is depleted to that extent.
The sinking-fund method provides for the meeting of this decrease in
value at the end of the first year to the extent only of $286.27, which is
charged against the earnings and credited to the reserve. Hence the capital
has been impaired to the extent of the difference, $5,963.73. At the end
of the second year the difference is a little less ($17.18) than twice this
amount, due to the interest on the first deposit which has run during the
second year and has been credited to the reserve.
The sinking-fund reserve is a laggard. It never catches up with the
amortization until maturity. The following table shows the discrepancy
between the sinking-fund-amortization reserve and the straight-line
amortization reserve, the latter of which correctly reflects at all times
the extent to which the value of the asset has declined:
Straight-line
Sinking-fund
Extent of
End of year
reserve
reserve
impairment
Ten ............... $ 62,500.00
$ 3,773.27
$ 58,726.73
Twenty ........... 125,000.00
10,530.61
114,469.39
Thirty ............. 187,500.00
22,631.99
164,868.01
Forty ............... 250,000.00
44,303.71
205,696.29
Fifty ................ 312,500.00
83,114.46
229,385.54
Sixty ............... 375,000.00
152,618.60
222,381.40
Seventy ........... 437,500.00
277,089.94
160,410.06
Eighty ............ 500,000.00
500,000.00
..............
No argument should be needed, it seems, to convince one that a
franchise granted to run for a term of years and without the privilege
of renewal has no value at the date of expiration. If this is so, the cost
of the franchise should be spread over the life thereof, so that each
accounting period of the same length will absorb an equal amount. If
the charge in any period is not met out of income the result will be an
impairment of capital. If all the net income, exclusive of a charge for
amortization of franchise, is declared away as dividends and the dividends
are paid, the act apparently may be construed with propriety as a payment
of dividends out of capital. It is illegal in most states, if not all, to pay
dividends out of capital.
The sinking-fund method of amortizing franchises, therefore, appears
to leave a company which permits of its use always in the position, until
maturity, of having sustained an impairment of capital, the cause of
which is found in the payment of dividends.
Yours truly,
New York, February 3, 1923.
Jno. R. Wildman.
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DIXON’S ELDORADO and fulllength free samples of Dixon’s“BEST”
COLORED PENCILS. Both are
supreme in their field.

This volume, substantially bound,
is now on sale at $1.65, delivered
in the United States and Canada.
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ELdoradO
the master pencil ’’

JOSEPH DIXON CRUCIBLE COMPANY
Pencil Dept. 117-J, Jersey City, N. J.
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DUTIES OF THE JUNIOR
ACCOUNTANT

INTRODUCTION TO
ACTUARIAL SCIENCE
By H. A. Finney

By W. B. REYNOLDS and F. W. THORNTON

Published under the Endowment Fund of the
American Institute of Accountants

7 x 5 inches; 107 pages.
PUBLISHED UNDER THE ENDOWMENT FUND
OF THE AMERICAN INSTITUTE OF ACCOUNTANTS

Now obtainable in
FLEXIBLE BINDING

This work tells what is expected of
the beginner and of the more expe
rienced junior accountant. It is an
aid to learning what to do and how
to do it.
A fund of advice and suggestion is
afforded the reader on:
Keeping auditor’s records.
Beginning work on assignments.
Verification of bank balances, cash
on hand, etc.
Checking footings.
Vouching entries.
Checking accounts carried in foreign
currency.
Verification of securities.
Taking trial balances.
Vouching capital assets and addi
tions thereto.
Liabilities not taken up.
Exhibits.
Conduct in clients’ offices.
Utilizing waiting time.
Care of papers.
Care of clients’ books and records.
Matter to be included in reports.
First published in book form in Feb
ruary, 1918, this book’s popularity
has been consistently maintained. It
is now in the fourth printing.
For the convenience of those who wish to carry
the volume about with them, a limited number has
been bound in flexible leather.
Price

In genuine leather
............................ $1.50
In imitation leather...............................1.25
In cloth board binding
....
1.00

THE AMERICAN INSTITUTE OF
ACCOUNTANTS
135 Cedar Street

New York

CCOUNTANTS and students of accounting
A have manifested a desire for such a work as
this—an elementary treatise on actuarial science.
Mr. Finney has met the need with this 101-page
volume, 5 x 7 inches, bound in cloth and printed
in large, easily-read type.
The text consists of articles appearing in The Jour
nal of Accountancy in December, 1919, and
January, 1920, and, in addition, solutions of all
problems in actuarial science contained in the ex
aminations of the American Institute of Account
ants up to and including May, 1920.
Every accountant and accounting student should
possess this important addition to accounting
literature.
Price $1.50 delivered in the
United States of America.

A

THE AMERICAN INSTITUTE
OF ACCOUNTANTS
135 Cedar Street
NewYork

BINDING
The Journal of Accountancy
Subscribers of The Journal of Ac
who have their magazines
bound for permanent reference may find
it an economy or a convenience to avail
themselves of the binding service con
ducted by the Publisher.
The magazine is bound -in tan buck
ram with title, dates and volume number
stamped in gold on red leather.
When the magazines constituting the
volume are supplied by the subscriber
the binding charge is $2.
Missing numbers, with the exception
of a few rare issues, will be supplied, if
obtainable, at 50 cents each.
Binding orders and the magazines to
be bound should be mailed or delivered to
countancy
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of

Accountancy

INCORPORATED

135 Cedar Street
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Accounting Quiz-Answerer
By THEODORE KOEHLER. C.P.A., (N.Y.)

Reference Library for Accountants and Lawyers
Instruction Courses for Students of Accountancy
Business Guide for Business Executives
Home Study and Service Courses
Complete in Twelve independent Volumes, with
extra Summary Index of 3000 Items, as Read
ing and Study Guide.
Text developed on
an inquiry-answered-argument plan embrac
ing Theory, Practical, Auditing, Law; based
entirely on N. Y. State Board Examinations.
The Volumes, in whole or in part, are recom
mended as a self-directed coaching course for
C.P.A. Examinations.
Result of thirty years’ field practice and special
ization in Accounts. Twelve years in prepara
tion. Endorsed by prominent practitioners.
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Pay Less for Better Goods
COLUMNAR ANALYSIS PADS
LOWEST PRICES
WE WILL GLADLY FURNISH SAMPLES
MOST COMPLETE LINE MADE—ALL SIZES AND COLUMNS

Pad No. of
No. Sheets
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Per Pad
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8½ x 14
.25
8½ x 14
.25
8½ x 14
.25
.25
8½ x 14
8½ x 14
.25
.25
14 x 8½
.50
17 X14
.35
17 x 11
.25
14 x 8½
17 x 14
.50
.35
17 x 11
.65
25½ x 14
25½ x 14
.65
34 x 14
.90
34 x 14
.90
38 x 12
1.25

Write for Descriptive Booklets: Sample Index—
Questionnaire—Subscription Plan—Club Offer
* With Name Space
† Without Name Space
Per Set of Twelve independent Volumes, com
prising 4000 pages............................................
$ 60.00
No order shipped for less than 6 pads
Per Single Volume, 325 pp., 6¼x9¼, complete
with Analyzed Index, containing 51 Answer6.00
Arguments ..........................................................
ano
einkrantz o nc
Extra Summary or Encyclopedic Index, con
6.00
133 Mulberry St., New York
taining over 3000 items (350 pp.)...............
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HELP WANTED

Accountant
Required, experienced in oil refinery accounting and costs,
to take charge of refinery office located in the east. Must
be man of high character and possess executive ability.
Application should give full details as to age, qualifica
tions, experience and salary required. Box 425, care of
The Journal of Accountancy, Incorporated.

Help Wanted
Salaried positions $2,500 to $25,000 upward; executive,
technical, administrative, engineering, manufacturing, pro
fessional, managing, financial, etc., all lines. If qualified,
and receptive to tentative offers, you are invited to com
municate in strict confidence with the undersigned, who
will conduct preliminary negotiations. A method is pro
vided through which you may receive overtures in con
fidence, without jeopardizing present connections, and
in a manner conforming strictly to professional ethics.
Established 1910. Send name and address only for pre
liminary particulars. No obligation, R. W. Rixby, Inc.,
513 Lockwood Building, Buffalo, N. Y.
SITUATION WANTED

Senior Accountant
Desires position with manufacturing or other corporation
as comptroller, general auditor or similar office. Age 31
years, married. University training. Experience includes
eight years of public accounting. Box 423, care of The
Journal of Accountancy, Incorporated.

SITUATION WANTED

Traveling Auditor
Age, 27, single, with over eight years’ accounting experi
ence, five years’ industrial, and over three years’ public,
desires position with live corporation. Box 422, care of
The Journal of Accountancy, Incorporated.

Supervising Senior
Experience in tax accounting, will be open for an en
gagement March 1, 1923. Permanent position desired
with either public accounting or industrial organization.
Box 424, care of The Journal of Accountancy, Incor
porated.

School Superintendent Seeks Position
A man 48 years of age, college graduate, in school work
27 years, superintendent in present position for last 14
years, salary $2,700, desires to change occupation. Has
been teacher of mathematics, including bookkeeping, and
a student of accountancy. Initial salary less a consider
ation than opportunity for experience and development.
Box 421, care of The Journal of Accountancy, Incor
porated.
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What Kind of a Training in
Accountancy Interests You?
There are two kinds of training in accountancy. Which one
would you choose in preparing for the C. P. A. examination or for
executive accounting?
One kind of accountancy training emphasizes the material in the
instruction. The other kind lays due emphasis upon the instruction
but goes further—it stresses the method of instruction.
Vannais Training is the other kind of an accountancy training for
this is the underlying principle of our Institute—It is not what we
teach you but how we teach you that counts most in your account
ancy instruction. .
How effectively Vannais graduates are taught the other kind of
accountancy training is shown by the following unusual record:
EIGHT Vannais-Trained accountants took the NEW YORK
C. P. A. examination in June, 1922, and SIX of them won
the coveted degree. The other TWO passed in three out of
the four subjects given, leaving but one subject for re
examination.
Just to show you how we teach, we have prepared a specimen
instruction letter, with the quiz that accompanies it. We have
reproduced the work on this quiz by one of our students so that
you can see how your study work would be analyzed, corrected
and commented upon by the Vannais faculty.

Fill out the coupon below and you will receive the facts to prove
to you that it is not what we teach you but how we teach you that
counts most in your accountancy instruction.

Arranged exclusively for Correspondence Study.

The Vannais Accounting Institute, Inc.
30 Asylum Street, Hartford, Connecticut
New York

Chicago

Minneapolis

San Francisco

THE VANNAIS ACCOUNTING INSTITUTE, Inc., 30 Asylum St., Hartford, Conn.

Send me, without obligation, your booklet “Applied Accountancy.”
VANNAIS

NAME (print) ......................................................................................
Present Position ..........................................................How Long Held................................

Is your aim the C. P. A. Degree?.................................................. .........................................
ADDRESS ....................................................... ..........................................................................
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The American Institute of Accountants Foundation
announces publication of

AUDIT WORKING PAPERS
Their Preparation and Content
By J. Hugh Jackson

The following is a brief summary of the contents of the book:
Author’s Preface
Table of Contents
Introduction. By Carl H. Nau.
Chapter I
—The auditor’s records.
II —Indexing and filing the working papers.
III —The final statements and the working sheets.
IV —The construction, or property and plant schedules.
V —Current and investment security schedules.
VI —Inventories.
VII —Receivables and cash.
VIII—Scheduling deferred charges to operations.
IX —Capital stock and funded indebtedness.
X —Current liabilities schedules.
XI —The reserve schedules.
XII —Surplus and profit and loss.
“
XIII—Miscellaneous working schedules.
Bibliography —Part I —Topical references on auditing theory and procedure.
Part II —General reading course on accounting and business.
Part III—Special bibliography on no par value stock.
Index.
Appendix A —Model set of working papers of the North American Shipbuild
ing Company (consisting of approximately sixty single-page
working schedules and sixteen double-sheet schedules, and illus
trating the procedure of a balance-sheet audit.)
Appendix B —Miscellaneous audit schedules and working sheets (consisting of
twenty-two exhibits and labor-saving devices which are valu
able with reference to an audit or investigation.)
AUDIT WORKING PAPERS is a practical work based largely upon continued
access to the files and workshop of one of the great accounting organizations of the
country. The book should be in the library of every accountant’s office and made avail
able to every member of his staff. It should be thoroughly studied by every student
who has aspirations to become an accountant.

The manuscript for the book has been prepared without cost to the American Insti
tute of Accountants Foundation, and the copyright has been donated to the Foundation.
Whatever profit is derived from its sale will accrue to the principal of the Foundation;
however, the desire of the donors is that the book be made available to the greatest
number of accountants and students possible, and the price has been made correspond
ingly low. Cloth bound $5.00. Flexible leather $7.50. Send your order to

AMERICAN INSTITUTE OF ACCOUNTANTS FOUNDATION
135 CEDAR STREET, NEW YORK

When writing to advertisers kindly mention The Journal

of

Accountancy

THE JOURNAL OF ACCOUNTANCY

They acquire—the stu
dents of Pace Institutesound conceptions of Business organization, of the methods of stating
and analyzing financial facts, of procedure
in professional practice. These sound con
ceptions serve as a basis for success in the
public or private practice of Accountancy.
The Pace Standardized Course in Accountancy and
Business Administration is available in Resident
classes at Pace Institute, New York, Boston, Wash
ington, and Newark. New classes are forming at short
intervals.
Extension Study—One Month’s Trial $7
The Pace Course may also be studied by Extension through the
mails. You may enroll in the Extension Division of Pace Insti
tute for a month’s trial instruction for $7. There is no obligation
of any kind to continue. Write now for the Institute Bulletin,
either Resident or Extension, and a copy of the helpful booklet,
"Making Good.”

Pace & Pace
30 Church Street, New York City
715 G St., N. W.

Washington, D. C.

Tremont Temple

24 William St.

Boston, Mass.

Newark, N. J.

Printing House of William Edwin Rudge, New York

